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The Year's Legal Developments 
in Commercial Financing 


ELI S. SILBERFELD 


1. INTRODUCTION 


Reporting to you today, I would like to be in the position 
of the celebrated post-impressionist painter who, at the peak 
of his career, suddenly astounded the art world by announc- 
ing that he would produce no more paintings. A group of 
leading connoisseurs called upon him at his retreat in the south 
of France, and asked him why he was voluntarily giving up 
his universally recognized position as the most spectacular in- 
novator and trail-blazer of the period. His answer was that, 
throughout his career, he had struggled with the problems of 
his art, and had been (he readily admitted) successful in solv- 
ing those problems. Unfortunately, however, he had been 
too successful. He had run out of problems. He had nothing 
left but solutions. His work was finished. 


I am definitely not in that position. The commercial finance 
industry still faces plenty of legal and statutory problems, and 
is still seeking the solutions. This is as it should be: if we ever 
run out of problems, that will be an indication that the industry 
is no longer dynamic and growing, and that the people in it 
have renounced the characteristic resourcefulness, flexibility, 


On October 24, 1960, Mr. Eli S. Silberfeld partner, Kupfer, Silberfeld, 
Nathan & Danziger, New York City; General Counsel, National Commercial 
Finance Conference, Inc., delivered an address before the Annual Convention 
of the Commercial Finance Industry on the subject of “The Years Legal De- 
velopments in Commercial Financing.” The Convention was sponsored by 
the National Commercial Finance Conference, Inc. The Banking Law Jour- 
nal is pleased to publish the text of Mr. Silberfeld’s splendid address. 
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and imagination that have led to its fantastic growth and ex- 
pansion. Be assured: there is no sign whatsoever that stagna- 
tion has set in, or that any such sad development is imminent. 
Growth is continuing and will continue, and will bring with 
it new legal problems year after year. As the problems come 
up, they will be faced and, I am confident, will be solved. 

Now I propose to discuss a few of our present problems, 
and to report on the progress made during the year in arriving 
at their solution. After that, perhaps we can draw a general 
conclusion as to whether, on overall balance, the trend in the 
legal and statutory field has been favorable or otherwise dur- 
ing the year. 


2. ACCOUNTS RECEIVABLE FINANCING, 
FACTORING, AND RELATED MATTERS 


We noted last year with satisfaction that there had been 
further progress, legally speaking, with respect to accounts 
receivable financing and factoring, the two classic staples of 
the industry. This trend has happily continued, indicating once 


again the general acceptance of your activities as a vital ele- 
ment of the economy. 

It is particularly significant, I think, that this year’s favor- 
able developments occurred in widely-scattered geographical 
areas. Courts and Legislatures throughout the country have 
come to recognize the legal and economic validity of commer- 
cial financing transactions. Now for some details: 


a. Factors’ Liens. 

The Factors Act adopted in California three years ago 
has now been amended (Civil Code, Section 3031) so as to 
eliminate the necessity of taking periodic designation state- 
ments. Under the amendment, the agreement alone is sufficient, 
if it so states, to confer a continuing general lien against pre- 
sent and subsequently acquired inventory. The California 
law is thus brought into line with that in effect in many other 
States, and should facilitate factor’s lien transactions by ob- 
viating a cumbersome operating detail. 

In Illinois, a factor’s lien was attacked upon the rather tech- 
nical ground that the filed notice of lien, which the statute re- 
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quires to be verified “by the factor”, was signed by an individ- 
ual who was not an officer of the factor, but was merely stated 
to be its agent. The Federal Court promptly rejected this con- 
tention (In re Ben Weiss Co.; 271 Fed. 2d 234 - VII Circuit, 
1959). The Court held that the instrument fulfilled its func- 
tion of giving public notice of the lien, regardless of the title 
of the individual who signed it, and that substantial compliance 
with the law was sufficient. We can all remember the time 
when some Courts were reluctant to give a liberal construction 
to what was then such an innovation as a factor’s lien statute. 
Times have changed. 


b. Restrictions on Assignment. 

The notorious “Caristo” problem has troubled us for some 
years (Allheussen v. Caristo, 303 N.Y. 446). In particular, 
we have been concerned with the possibility that a Bankruptcy 
Court might consider the assignment of an account receivable 
to be unperfected because the purchase order contained a pro- 
vision forbidding assignment. This past year, the first reported 


decision on the subject has appeared (Bass v. Aetna Factors Co., 
272 Fed. 2d 707). 

In that case, a trustee in bankruptcy attacked the assign- 
ment, but the attack failed. The Ninth Circuit Court of Ap- 
peals declared that, under the applicable California law, a for- 
bidden assignment is nevertheless effective as between the as- 
signor and the factor, and as against creditors of the assignor; 
hence, the trustee has no standing to impeach it. 

It is reasonable to assume that this favorable ruling will be 
followed in other Circuits. It will certainly be extremely help- 


ful. 


c. Interest. 

The struggle to bring the interest and usury laws of the 
various States into line with current economic reality con- 
tinued during the year. Although the money supply remained 
tight and even the prime rate at times approached the legal 
limit in some areas, progress in this field was tantalizingly slow. 
It seems that many Legislatures find it difficult to break away 
from the ancient theory that a relaxation of the usury laws will 
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somehow hurt the small borrower. We know that this point 
of view is indeed a fallacy: unrealistic and archaic usury laws 
are the things that prevent the little man from obtaining credit 
from legitimate sources, and throw him into the seductive arms 
of the loan-sharks. Nevertheless, there is some progress to re- 
port. 


In Kentucky, usury was abolished with respect to business 
corporations. Similar action is long overdue elsewhere: at 
least half of the States haven't as yet taken this obvious step 
to encourage the flow of credit into their industries. 

In New York and Delaware, statutes were adopted relaxing 
in varying degrees the rigidity of interest rate limitations as 
to certain specified types of credit (for example, on brokers’ 
loans, small loans, FHA mortgages, and insurance premium 
loans). While these particular items are not directly applicable 
to the commercial finance industry, they are significant to us be- 
cause they indicate that there is hope of further progress on this 
longstanding interest problem. 

On the judicial side, there was a decision in California, of 
particular interest to factors (Advance Industrial Finance Co. 
v. Western Equities, 343 Pac. 2d 408). Earlier California cases 
had indicated a reluctance to accept the doctrine (well-recog- 
nized elsewhere ) that the purchase of receivables under a non- 
recourse arrangement is not a loan and is therefore exempt 
from the operation of the usury laws. In the Advance case, 
the factor assumed the credit risk on the purchased receivables 
only where the account-debtor had given written acknowledg- 
ment of its obligation. Since few debtors would be likely to 
issue such written acknowledgment, the factor actually assumed 
the credit risk in only isolated instances. Nevertheless, the 
Court held that the arrangement was a bona fide purchase and 
not a loan, and upheld it. 


d. Guaranties. 

In recent years there has been comparatively little judicial 
examination of guaranties given in connection with commercial 
financing—possibly because there has not been much litigation 
on the subject. However, the topic is acquiring renewed sig- 
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nificance, resulting from the fact that there is an increasing 
tendency to require guaranties from parent or affiliate corpo- 
rations when financing is extended to any particular member 
of the corporate family. Obviously, when a single business 
enterprise is conducted through the medium of two or more 
corporations, the commercial financer who finances one unit in 
the group is well advised to obtain guaranties from the others. 
For tax and other reasons, more and more businesses are con- 
ducted in that way, and the intercorporate guaranty thus has 
assumed more importance. 


During the past year there was a case in the Fifth Circuit in- 
volving the liability of guarantors of an accounts receivable 
financing operation (Commercial Credit Corporation v. Sorgel, 
274 Fed. 2d 449). The case is noteworthy because the guaran- 
tors raised a number of unusual defenses, and because the 
Court disposed of them in an unusually forthright manner. A 
short look at the various points involved may be rewarding: 


(1) The guarantors claimed that the nature of the financ- 
ing had been misrepresented to them, in that they had been 


told that the transactions would not be loans, but would be 
purchases of receivables. This defense was dismissed upon 
the ground that, even if factually true, it could hardly amount 
to a legal fraud. The Court noted that the guarantors 


“do not contend they did not understand the rights and ob- 
ligations of the parties to the financing contract. It is entirely 
immaterial whether they assumed to guarantee the performance 
of those obligations because they thought it was legally known 
as as loan contract or thought it was a contract of purchase and re- 
purchase.” 


(2) Next, the guarantors raised the defense of payment. 
The proof showed that, after the financing was discontinued 
and the account was in liquidation, the borrower assigned ad- 
ditional receivables, without receiving advances thereon, in 
order to facilitate the liquidation of its indebtedness. These 
additional accounts were not collected in full, but the guaran- 
tors claimed that the finance company had accepted them in 
payment, and should therefore credit the full face amount 
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against the guaranteed obligation. The Court set forth the 
well-established principle that 


“where the relationship of creditor and debtor exists and the 
creditor holds security of the debtor, the receipt by the creditor 
of property from the debtor is not to be considered absolute 
payment except upon proof of an agreement to that effect”, 


and ruled that only the amount actually collected need be 
credited. 

(3) Similarly, the guarantors asked to be credited with the 
original invoice value of certain merchandise which had been 
returned by the purchasers and duly turned over to the finance 
company. Here again, the Court ruled that only the amount 
actually realized from these goods needed to be credited. 

(4) The guarantors next contended that the finance com- 
pany had been dilatory in its resale of the returned merchan- 
dise. This defense was disposed of upon the ground that there 
was no duty on the finance company in this regard; to the con- 
trary, the Court pointed out that the borrower, or indeed, the 
guarantors themselves, could have taken control of the resale 
if they had paid the finance company what was due it—thus 
putting the shoe neatly on the other foot. 

(5) Finally, the guarantors asserted errors in the compu- 
tation of finance charges. The financing agreement provided 
that charges were to be based upon the face amount of collateral 
(rather than upon the cash outstanding), and it appeared that 
charges had been thus computed even upon the additional re- 
ceivables which had been assigned during the liquidation period. 
As to this item, the Court agreed with the guarantors, point- 
ing out that it would be unrealistic for charges to be imposed 
upon receivables as to which no advance had been made. We 
can hardly quarrel with this ruling. 

The Sorgel decision is both instructive and timely. If you 
go to the trouble of obtaining a guaranty, it is reassuring to 
know that it can be enforced and is worth more than the paper 
it is written on. The opinion is significant for another reason: 
it was written by the same Court that decided the Blackford 
case a year earlier (263 Fed. 2d 97). We noted then how re- 
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freshing it was to encounter such a clear understanding of the 
commercial and financial features of accounts receivable financ- 
ing on the part of an Appellate Court in the newly industrial- 
ized South. Consideration of the Sorgel case confirms that point 
of view. It is to be hoped that other Courts, in the South and 
elsewhere, will be equally understanding. 


3. LEASE FINANCING AND DEALERS’ RESERVES 


The spectacular growth of machinery and equipment leas- 
ing, and the corresponding growth of financing in this field, 
have brought to light two problems with which commercial fi- 
nancers are concerned. The factual background is simple 
enough. Many leases carry with them an option on the part 
of the lessee to purchase the chattel at the end of the lease- 
term—usually, at a modest price far below the real value of the 
item at that point. In other instances, while there is no formal 
purchase option, the lessee is permitted, and expects, to pur- 
chase when the lease expires. In still other instances, the lease 
contains a renewal option calling for a nominal rental. 


As a matter of fact, it is fair to say that there are really very 
few “pure” machinery leases any more, either on paper or in 
practice. Actually, these leases constitute in themselves a dis- 
tinct form of financing. Now for the problems: 

First, there is a legal question. Is the modern chattel lease 
really a lease, or is it a conditional sale agreement or some other 
species of title-retention installment sale? The point is im- 
portant, since the laws of most States do not call for the filing 
or recordation of leases, but do require such action in the case 
of conditional sales and similar transactions. Litigation on the 
subject has not been extensive. One case during the year was 
in New York (American Can Co. v. U.S. Canning Corp., 12 
Misc. 2d 750, reversed 15 Misc. 2d 549, affirmed 9 App. Div. 
2d 746) where, after extensive litigation, an unfiled machinery 
lease was finally held valid as a lease, despite the conceded 
existence of a separate document indicating that an install- 
ment purchase was contemplated. 

Other Courts have come to the opposite conclusion on simi- 
lar facts (In re Mid-West Airmoving Corp., 277 Fed. 2d 792 
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[C.A. VI, 1960]; Collector of Revenue v. F & H Equipment Co. 
[ La., 1960] 119 So. 2d 631; Traylor Bros. v. Indiana Equipment 
Co. [Ky., 1960] 336 S.W. 2d 590). In each of these cases, 
there was a finding of fact that the parties really intended an 
ultimate sale of the property by the lessor to the lessee, and a 
legal conclusion that the transaction should be treated as an 
installment sale and not as a lease. 

These decisions have persuaded many leasing companies 
to adopt the practice of filing or recording the documentation 
in all cases where the lessee is located in a State whose laws 
require or permit the filing or recordation vf conditional sale 
agreements. Commercial financers who handle such paper 
would do well to insist upon this proceduce as a routine safety 
measure. In addition, of course, the chattel itself should al- 
ways bear a nameplate showing that it belongs to the lessor 
and is merely out on lease. 

Secondly, there is a tax question. One of the traditional pro- 
motional arguments for machinery leasing is that the lessee is 
entitled to deduct the rental as a business expense on his tax 
return, and is not limited to the deduction of depreciation as 
he would be if he had made a conventional purchase of the 
machine. The internal revenue authorities have frequently 
challenged this position in recent years, and there is a consider- 
able body of court decisions, not all of them consistent (cf. 
Starr's Estate v. Commissioner, 274 Fed.2d 294; Western Con- 
tracting Corp. v. Commissioner, 271 Fed. 2d 694). 


In all the cases, the Courts have wrestled with the problem 
of determining, from the documentation itself and the surround- 
ing circumstances, whether the parties “intended” a pure lease 
or an installment purchase. In the Starr case, for example, the 
documents made no reference to a purchase option, and no 
purchase was actually made; nevertheless, the lessee was held 
to be limited to depreciation, as though he had bought the 
machine and added it to his fixed assets. In the Western Con- 
tracting case, although the papers again were silent on the 
subject, the lessee did actually purchase the machinery when 
the leases expired; but the holding was that the lessee was never- 
theless entitled to deduct the rent as a business expense. 
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There is an interesting side-light on all this. In the Starr 
case, the Court pointed out that taxpayers would be well ad- 
vised to avoid the expense and trouble of litigating the question, 
since in the long run they can realize practically as much tax . 
benefit by way of depreciation as they can by deducting the rent 
as current business expense; and concerning the activities of 
the tax people in the leasing field, the Court said: 


“We do not criticize the commissioner. It is his duty to col- 
lect the revenue and it is a tough one. If he resolves all questions 
in favor of the taxpayers, we soon would have little revenue. 
However, we do suggest that after he has made allowance for 
depreciation, which he concedes, and an allowance for interest, 
the attack on many of the ‘leases’ may not be worth while in 
terms of revenue.” 


Commercial financers, of course, should not engage in the 
professional activity of rendering tax advice either to their bor- 
rowers or to the latter’s customers. However, if it appears that 
the tax implications of a lease transaction are being misunder- 
stood cx overlooked, a reference to the decided cases would be 
advisable. It is to your interest to help your customers, and 
their customers in turn, to keep clear of tax troubles. 


Before leaving this subject, we should touch upon another 
tax question in a closely related field. There has been a great 
deal of confusion and conflict in the tax cases as to the proper 
treatment of finance company reserves which are withheld from 
dealers who sell automobiles and other chattels on installments. 
Perhaps the same principles apply to machirery lessors who ob- 
tain financing on their leases. Here is the question: should a 
dealer who is on the accrual basis report these reserves as income 
in the year in which he finances the paper, or in the year in 
which he actually receives payment of the reserves? 


In 1959, the problem caine before the United States Supreme 
Court, which held that such reserves are properly accruable as 
income at the time of the transaction (Commissioner v. Hansen, 
360 U.S. 446). As a result, a large number of dealers suddenly 
found themselves facing a heavy burden of back tax liability, 
for which they were unprepared. 
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Congress came to the rescue by adopting the Dealer Re- 
serve Income Adjustment Act of 1960 (74 Stat. 124, May 13, 
1960). The report of the Senate Committee on Finance pre- 
sents the problem with great clarity: 


“The usual dealers’ reserves arise from the sale of customers’ 
installment paper to finance companies. ... The finance com- 
pany reserves, or holds back, a portion of the balance due the 
dealer .. . . Losses incurred by the finance company may be 
charged against these dealers’ reserves . . . 


In transactions of this general type the question is whether 
this reserve is income to the dealer in the year of the sale of 
the article and the sale of the installment paper to the finance com- 
pany or, on the other hand, is income to the dealer only when he 
actually receives the reserved amount in cash from the finance 
company. ... 

Your committee agrees that dealer reserve income should be 
reported on a proper accrual accounting basis. Nevertheless, it 
believes that a hardship would be created by requiring all dealers 
to make a transition to this method of reporting this income in 
one year.... This is believed to represent a particularly difficult 
hardship in the case of the many small dealers in personal prop- 
erty who have held what for them represent substantial sums 
tied up in these reserves. Information submitted to your com- 
mittee also suggests the same is true of dealers and developers 
of low-cost homes. 


In view of the hardship in these cases your committee’s bill 
provides two alternative forms of treatment.” 


Here are the alternative ways out of the dilemma: under the 
new law, the dealer can elect to put into effect a change in his 
method of accounting, and spread the resulting taxable in- 
come evenly over the current year and the two preceding years; 
or he can retain his accounting method, compute the additional 
tax, and pay it in annual installments over the ensuing ten years. 


Since commercial financers are legitimately interested in their 
borrowers tax situation, and are not too anxious to make ad- 
vances to them to meet unexpected tax liabilities, the statesman- 
like and sympathetic treatment of the problem by Congress de- 
serves to be applauded by the financial community. 
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4. THE UNIFORM COMMERCIAL CODE 


I approach the subject of the Code with a certain diffidence. 
Let me tell you why. Last year I commented, during my re- 
port, on what appeared to me to have been the noticeably slow 
legislative progress of the Code during the previous year; and 
I suggested that one reason might perhaps be the natural re- 
luctance of lawyers, bankers, businessmen, and others to under- 
take the task of re-learning the body of commercial law ap- 
plicable to their particular professional and business activities. 


That remark seemed innocent enough to me—but a lot of 
people construed it as an attack on the Code itself, and pro- 
ceeded to tell me so in no uncertain terms. I hastened to as- 
sure them that such was not the case. I reminded them that 
the commercial finance industry, as represented by the National 
Conference, has never taken an official position either for or 
against the Code as a whole, or Article 9 in particular. I ex- 
plained to them that commercial financers have generally re- 
frained from becoming involved in the Code movement be- 
cause, simply stated, they feel that they can live with the Code 
and can live without it. 

Happily, all is forgiven, and the most cordial relationship 
has been established with the Code protagonists who were so 
indignant a year ago. Profiting from that experience, let us 
confine ourselves to the record facts this time. 


During the year, the Uniform Commercial Code was en- 
acted in Rhode Island, to become effective January 2, 1962. 
This makes a total of six States, those previously adopting the 
Code having been Pennsylvania, Massachusetts, Kentucky, Con- 
necticut, and New Hampshire. 

Elsewhere, the Code received extensive study and annota- 
tion by legislative committees and other groups, and was the 
subject of a certain amount of public controversy, especially as 
to Article 9. Since that article deals with secured transactions 
and is therefore of most direct concern to this audience, let me 
quote, without comment, what various observers have been 
saying about Article 9, its merits, and its prospects. 


One writer with long experience in commercial financing 
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says that, while Article 9 is not perfect and contains some de- 
batable matter, nevertheless it 


“represents a significant advance simply because it deals with 
today’s problems, modernizes concepts and terminology, and 
eliminates problems that existed only because of antiquated 
concepts”. 


Another writer says that Article 9 


“represents the first realistic and mature concept of chattel fi- 
nancing. ... For the first time [it] recognizes that secured fi- 
nancing is such an integral part of our economy that it should be 
accepted and that there should be no prejudices against it”; 


although he concedes that Article 9 will require extensive “study 
and adjustment” by lawyers who practice in Code States. I sup- 
pose the same comment applies to commercial financers with 
customers in Code States. 

On the other side, counsel to one of the larger New York 
banks has publicly criticized Article 9 as “far-reaching and 


revolutionary’, and he warns that it would abolish the old, 
familiar security devices and introduce in their place “a com- 
pletely new terminology and new scheme of security interests” 
which will breed uncertainty and confusion. 


To this, a group of Pennsylvania bankers replies as follows: 


“Six years’ experience has convinced us that Article 9 is one 
of the very best features of the Code and that the new simplified 
procedure which it makes possible in connection with the taking 
of personal property as security for loans has saved Pennsylvania 
banks and their customers hundreds of thousands of dollars in 
the six years of the Code’s operation. 

Instead of being uncertain whether to use a chattel mortgage 
or a conditional sale contract or a trust receipt or any other 
device which is meticulously described in a separate act and in 
connection with which there must be observance of certain tech- 
nical requirements—each form of security having a different set 
of requirements—the Code makes it possible to take a ‘Security 
Agreement’ in any form, and to perfect the lien by filing in a 
public office a ‘Financing Statement’. 

We in Pennsylvania have had no difficulties in operating under 
Article 9.” 
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As to the future prospects of the Code, everyone seems 
agreed that there will be considerable further activity in this 
field, probably resulting in enactment in additional States. I 
have seen estimates of the rate-at which this process will go for- 
ward, ranging all the way from one or two States per year to the 
prediction of one writer that the Code will be effective in 
twenty-eight States within the next two years. So far as the 
commercial finance industry is concerned, it is a matter that can 
and should be viewed objectively and calmly. As I said earlier, 
we can live with it or without it—a comfortable position indeed. 


5. CIRCUITY OF LIEN AND THE STRONG ARM 
CLAUSE; THE MELANCHOLY FATE OF H.R. 7242 


Into every life some rain must fall. After four years or more 
of devoted effort by a large number of public and private 
groups, H.R. 7242 was passed by the House of Representatives 
in 1959, and by the Senate during the short session this Sum- 
mer. Unhappily, the Treasury Department continued to press 
its objections to the bill, and prevailed upon the President to 
apply a pocket veto and thus kill it. 

The President's memorandum of disapproval says that cer- 
tain features of the bill are objectionable because they might 
“unduly and unnecessarily prejudice the sound administration 
of Federal tax laws”. This, of course, was the view advanced 
by the Treasury Department. While we can hardly criticize 
the President for adopting it, most students of the matter feel 
that the Treasury's position was rather unrealistic, and that 
the bill would have had no adverse effect on the collection of 
revenue except, possibly, in occasional rare instances. 

Be that as it may, you can be assured that another bill will 
be introduced in the next Congress, probably with amendments 
calculated to eliminate the opposition of the Treasury. After 
all, the underlying purposes of this measure were merely 


1. To eliminate circuity of lien in bankruptcy cases, by 
making clear the distinction between statutory liens and con- 
sensual liens and protecting the priority of the latter; and 


2. To extract the teeth of the strong-arm clause (Bank- 
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ruptcy Act, Section 70c) to the extent necessary to eliminate 
the hypothetical creditor concept. 


This relief is badly needed, and I am confident that it will be 
obtained some day, notwithstanding this years unfortunate 
setback. 

In the meantime, the circuity problem is still with us. There 
has been an affirmance in the Einhorn case (272 Fed. 2d 434), 
where the vicious circle was created by the appearance on the 
scene of a State tax claim—in addition to a landlord’s claim of 
the type which had existed in the original Quaker City case 
(238 Fed. 2d 155). On the other hand, some Courts have 
shown a tendency to soften the full impact of circuity (In re 
Townsend, 180 Fed. Supp. 625; In re American Zyloptic Co., 
181 Fed. Supp. 77). But this scattering of decisions is far from 
enough: until remedial legislation is enacted, we will have to 
continue to recognize the existence of the circuity problem and 
to guard against it by practical measures as best we can. 

Turning to the strong-arm clause, the situation has improved 
considerably during the year. The original trouble was started 
by Constance v. Harvey (215 Fed. 2d 571), in which it was 
held that, since a trustee in bankruptcy has the power to upset 
a secured claim if at any time it could have been defeated by 
an intervening creditor, the trustee has that power even though 
there was actually no such intervening creditor. 

The Courts have from time to time questioned this doctrine. 
For example, one Judge commented that it would be incongru- 
ous to conjure up a mythical intervening creditor in order to de- 
feat a perfectly valid chattel mortgage; he pointed out that 
this would be a step 


“in favor of a trustee in bankruptcy who really stands in empty 
shoes, for he occupies a space which does not exist, since there 
is no creditor who might enforce the right which he asserts.” 
(In re Gondola Associates, 182 Fed. Supp. 205). 


Other Courts took up the cudgels (see In re Billings, 170 Fed. 
Supp. 253); finally, this year the Sixth Circuit flatly rejected 
the Constance v. Harvey doctrine (Hertzberg v. Associates Dis- 
count Corp., 272 Fed. 2d 6; In re Alikasovich, 275 Fed. 2d 454). 
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Certiorari has been granted by the Supreme Court in the latter 
case, and the oppportunity is thus presented to dispose of this 
irritating problem without waiting for legislation. I hope and 
trust that the Supreme Court will do just that. 


6. FEDERAL TAX LIENS 


It is now ten years since the United States Supreme Court 
handed down the first decision (United States v. Security Trust 
& Savings Bank, 340 U.S. 47) in a series that developed the 
notorious “inchoate” doctrine, which in turn has caused turmoil 
and confusion throughout the commercial and financial world. 
There is no need to repeat the story now: as secured lenders, 
you are only too aware of the perils to which you are exposed 
by secret Federal tax liens which may not even be in existence, 
much less on public record, at the time when you make your 
advance and receive your security in good faith. The question 
is whether the past year has brought any improvement in the 
situation. 

On the legislative side, there was no perceptible progress. 
The remedial bill sponsored by the American Bar Association 
has been in Congress since June of 1959, but I have heard of 
no formal committee action on it thus far, in either House. I am 
informed that the Internal Revenue service has prepared an 
exhaustive report on the bill, but that report has not been made 
public. So, no one can say whether the legislation will be sup- 
ported or opposed by the tax authorities. One thing seems 
certain: it will be at least a year or two before we can hope to 
obtain Congressional relief from the intolerable tax lien prob- 
lem. 

In the meantime, however, there have been glimmerings of 
help in the judicial sector. Using the inchoate doctrine as a 
club, internal revenue collectors have been demanding—and, 
all too often, obtaining—priority for their tax liens at the ex- 
pense of innocent prior lienors of every possible type imagin- 
able: commercial financers, banks, materialmen, subcontractors, 
surety companies, home owners, and soon. They have been ut- 
terly ruthless about it, in my opinion. 

Mr. Justice FRANKFURTER once remarked, in another 
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connection, that the sovereign right of the United States 


“is a legal doctrine which has not been favored by the test of 
time. It has increasingly been found to be in conflict with the 
growing subjection of governmental action to the moral judg- 
ment.” (National City Bank v. Republic of China, 348 U.S. 356, 
359.) 


In line with this philosophy, the Courts are beginning to re- 
sist the immoral theory that tax liens should be enforced with 
callous indifference to the rights of third parties. Here are some 
illustrations: 

The tax lien statute (Internal Revenue Code, Sec. 6321) pro- 
vides that the lien shall attach to the taxpayer's “property”. The 
Courts have been scrutinizing this point rather closely, and in 
some cases they have defeated tax liens by ruling that the sub- 
ject-matter was not really property of the taxpayer. For ex- 
ample, in Matter of Halprin (280 Fed. 2d 407—C.A. III, 1960) 
the taxpayer held an executory contract to manufacture goods 
for a customer. He assigned to a finance company all sums to 
become due under the contract. Notice of such assignment 
was given to the customer, who acknowledged it and agreed to 
make payment direct to the assignee. Although this took place 
after a Federal tax lien had been put on record against the tax- 
payer, the Court held that the unperformed contract, and the 
right to receive payment for goods to be delivered thereunder 
in the future, did not constitute property of the taxpayer; that 
when the customer later received the goods and became obli- 
gated to pay for them, that obligation was due to the finance 
company and was again not property of the taxpayer; and that 
the receivables and their proceeds were thus not subject to 
the tax lien. 

In another case, the taxpayer was a contractor who was 
building service stations on property owned by Atlantic Re- 
fining Company. The contract authorized the owner to re- 
tain part of the contractor's money to pay materialmen, if the 
contractor failed to pay them. A Federal tax lien claim was as- 
serted against the retained monies, but was denied upon the 
express ground that the withheld balances were not property of 
the contractor “and, therefore, there was nothing to which the 
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government's lien could attach” (Atlantic Refining Co. v. Con- 
tinental Casualty Co., 183 Fed. Supp. 478). 

Even the Supreme Court itself has shown a tendency to 
follow the same road. In a group of cases decided this year, 
the Court in effect defeated a series of tax lien claims by hold- 
ing that it is for the States (and not the Federal Government) 
to determine what constitutes “property” and how private liens 
may be enforced (Aquilino v. United States, 4 L. Ed. 2d 1365: 
United States v. Durham, 4 L. Ed. 2d 1371; United States v. 
Brosnan, 4 L. Ed. 2d 1192). Interestingly enough, there were 
vigorous dissents in each of these cases, the minority evidently 
recognizing that the Court was in the process of undermining 
its own doctrine of “choateness”. I hope it was. Mr. Justice 
HARLAN said as much in a dissenting opinion (4 L. Ed. 2d, 
at p. 1378): 

“If the federal standard of choateness is thought to be an unde- 

sireable restriction on the States’ freedom to regulate property 


relationships, the cases establishing that standard should be ex- 
pressly overruled and not emasculated by dubious distinctions.” 


Other Courts, both State and Federal, have struggled with 
the problem, and we honor them for it. We must recognize 
that it takes courage for a Judge in a lower court to rule con- 
trary to principles laid down by the Supreme Court of the Unit- 
ed States. One particular Judge in upstate New York deserves 
special honorary mention in this regard. In a contest between 
a Federal tax lien and a real estate mortgage, he found a way to 
award to the mortgagee the amount which the latter had ad- 
vanced to pay local taxes on the property after the Federal tax 
lien was filed (Kronenberg v. Ellenville Nurseries, 22 Misc. 
2d [N.Y.] 247). He reached this result on an ingenious pro- 
cedural point, but what he said on the equities of the case is 
significant: 

“While it is true that the United States should not be thwarted 
in the collection of taxes due it, it is equally true that they should 


be paid by the person who owes them .... They should not be 
made the personal obligation of strangers.” 


There you have the entire Federal tax lien problem, neatly 
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and concisely expressed. It is to be hoped that all the Courts, and 
ultimately the Congress of the United States, will see the matter 
in this light. 


7. GOVERNMENTAL REGULATION 


The commercial finance industry has one feature in com- 
mon with practically all others: year by year, it finds itself more 
and more subject to regulatory activities on the part of both 
State and Federal Governments. Whether this trend is helpful 
or injurious to the industry directly involved, or to the general 
public, or to our traditional free enterprise system, is a question 
that has been debated for a long time by economists, political 
scientists, historians, philosophers, and other observers. I do 
not propose to participate in that debate, particularly on the 
eve of a presidential election. But it is safe to predict that 
governmental regulation will persist, and will continue to have 
an ever-increasing impact, both direct and indirect, upon your 
activities. The record of the past year confirms this view. 

A few examples of direct regulation can be mentioned. In 
the field of consumer credit, the States have continued to en- 
act regulatory legislation: about two-thirds of the States have 
such laws with respect to motor vehicles, and a somewhat lesser 
number with respect to non-commercial credit in general. 
They cover such subjects as rates, finance charges, collection 
procedures, licensing, and so on. 

The cost of money is in some measure controlled by Federal 
Reserve policies, and the matter is compounded by the re- 
luctance of some States to bring their archaic interest and usury 
laws into line with present-day conditions. The resulting 
squeeze is a form of goverment regulation in reverse. 

In another quarter, a bank or other secured lender holding 
securities as collateral finds that foreclosure upon the collateral 
may be interfered with by the Securities Act. A striking ex- 
ample is SEC v. Guild Films, 279 Fed. 2d 485, decided this year. 

It sometimes seems that the State and Federal Governments 
are competing with each other for the regulatory privilege. For 
example, in January the so-called “Federal Disclosure Bill” was 
introduced in the Senate (S. 2755); if enacted, it would require 
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commercial or financial transactions involving the extension 
of credit (as most of them do) to be accompanied by a state- 
ment setting forth the credit charges involved, expressed in 
terms of simple annual interest. Whether compliance with such 
a requirement would be practically possible is a matter of con- 
jecture; but the introduction of the measure is in itself significant 
of the continuing trend towards more and more regulation. 

I have mentioned thus far only governmental activities that 
have a direct impact upon commercial financing. Others have 
an equally severe indirect impact. We have already discussed 
the influence of the Treasury Department in the matters of cir- 
cuity of lien and tax liens. This year, the Textile Fiber Pro- 
ducts Identification Act went into effect: as a result, commer- 
cial financers whose clients are in the textile industry must take 
steps to insure compliance with the law by their clients, in order 
to protect the integrity of their collateral. 

And so it goes. All this is perhaps a sign of the times, and 
there is no indication of a reversal in the trend. We have gotten 
so used to it that if, by some magical stroke, all government 
regulation of our activities were suddenly abolished, we would 
probably feel as though we were cut off from reality and sus- 
pended in a vacuum. That would require adjustment — but it 
doesn’t seem likely that we will have to make the effort in the 
foreseeable future. 


8. CONCLUSION 


How does it all add up? An objective appraisal of the 
year's activities, in the legal and statutory fields, produces a 
rather spotty picture: the trend has been favorable on a variety 
of smaller matters, but on the larger and more pressing issues 
—such as circuity and the tax lien muddle—we must confess to 
a large measure of frustration. Recognition of this fact, how- 
ever, is not equivalent to saying that we should meekly sur- 
render to pessimism: the tax lien problem will be solved in 
time, and so will the others. 

On this note of confidence and optimism, I conclude my 
report. It has been a pleasure and a privilege to appear again 
before this distinguished group. Your attention is appreciated, 
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and in thanking you for your courtesy I wish all of you the 
best of personal and business health and success during the 
coming year. 


SUPREME COURT TO REVIEW F.H.A. RULING 


It has been reported that the United States Supreme Court 
will review a lower court ruling against the Federal Housing 
Authority. The ruling permitted a resident of Virginia to re- 
cover $8,000 damages against the government on the ground 
that he had bought a home after being assured of its soundness 
end value by an F.H.A. appraisal. It turned out that the house 
had been built on rapidly settling clay. Having relied on the 
appraisal, the homeowner believed he was entitled to damages. 
The government, in denying responsibility on this ground, took 
the position that an F.H.A. appraisal is solely to fix the max- 
imum amount of a mortgage loan to be insured by the govern- 
ment. Such an appraisal may be a guide to the potential buyer 
but should not give rise to claims against the government, even 
if done negligently. 
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Report on the Status of the Uniform 
Commercial Code 


WILLIAM A. SCHNADER 


There are now six states which have the revised Code on 
their statute books, — Pennsylvania, Massachusetts, Kentucky, 
Connecticut, New Hampshire and Rhode Island. Of these states 
only Kentucky does not have the 1958 Official Text substantially 
as recommended by the Code’s Editorial Board. Kentucky did 
not enact the amendments to Article 8 and 9 contained in the so- 
called 1958 Supplement. Unfortunately, the Kentucky Legisla- 
ture will not meet again until 1962, but we are assured that 
amendments will be offered to bring the Kentucky Code into 
line with those of the other five states and any additional states 
which enact the Code in 1961. 

Throughout this year your Committee has been bending 
every effort towards obtaining the maximum number of enact- 
ments of the Code by 1961 sessions of the legislature. As has 
been previously reported to you, the Executive Committee en- 
gaged the full-time services of Boris Auerbach, Esquire, to aid 
commissioners and others in the various states to prepare Code 
campaigns for the 1961 sessions. He will be “on the job” until 
June, 1961. 

It is to be regretted that the commissioners in some states 
have not availed themselves of Mr. Auerbach’s help thus far, 
but there is still time to do so. Meanwhile, your Committee 
has kept Mr. Auerbach reasonably busy. 

Not only has Mr. Auerbach been helping to do whatever is 
necessary to assure the passage of the Code by Ohio next year, 
but he has also visited Arkansas, California, Illinois, Missouri, 
New Jersey, Oklahoma, Oregon, Rhode Island, Washington, 
Wisconsin and Wyoming. He attended a meeting of the Na- 
tional Legislative Conference at Denver in early October. He 
has made several trips to Philadelphia for all-day conferences 
with your Chairman. Recently he has conferred with the At- 
torney General of Kentucky regarding questions raised in that 
state concerning the Code’s interpretation. He has prepared 


21 








22 THE BANKING LAW JOURNAL 


sample titles and sample repealers to assist draftsmen of Code 
bills, and has also prepared a table (which has not yet been pub- 
lished) showing exactly in what respects each of the six states 
which have enacted the Code has departed by amendment from 
the official text. This analysis indicates that Connecticut, New 
Hampshire, Pennsylvania and Rhode Island have made the least 
number of changes—however immaterial—in the official text 


of the Code. 


Also during the past year, our Committee has prepared and 
distributed to all commissioners four bulletins called, respective- 
ly, 1961 Commercial Code Bulletins, Numbers 1, 2, 3 and 4. 
We do hope that every commissioner in a state which has not 
yet enacted the Code has retained these bulletins, and that 
they will be reviewed when a Code bill is being prepared and 
a legislative program is being formulated. These bulletins con- 
tain a number of very important suggestions which we shall not 
repeat here. 


Also, the Committee arranged to have various speakers 
attend State Bar Association meetings or State Bankers Associ- 
ation meetings in states which are considering the introduction 
of the Code into the 1961 session of the legislature. Commis- 
sioner Malcolm spoke before the Oregon State Bar Association 
in September of last year, with the result that the Association 
overwhelmingly endorsed the Code. Commissioner Braucher, 
of Massachusetts, appeared before the Special Legislative Com- 
mission in Rhode Island. Commissioner Malcolm addressed 
the Wisconsin Legislative Council at a meeting which was 
also addressed by Mr. Shaler Stidham, Vice President of The 
Philadelphia National Bank, and James D. Vergari, Esquire, 
Vice President of the Federal Reserve Bank of Philadelphia. 
Murdoch K. Goodwin, Esquire, General Counsel of the Federal 
Reserve Bank of Philadelphia, addressed the Arkansas Bar As- 
sociation, and while the Conference will be in session, Assistant 
Vice President James R. Holt of The Philadelphia National 
Bank will be addressing the Arkansas State Bankers Associa- 
tion. Commissioner Malcolm and Anthony G. Felix, Jr., Es- 
quire, Vice President of The First Pennsylvania Banking and 
Trust Company, addressed a combined meeting of bankers and 
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lawyers at the annual meeting of the Ohio State Bar Association 
in Cleveland in May, 1960. Soia Mentschikoff, Esquire, address- 
ed a combined meeting of bankers and lawyers in Montana in 
May, 1960. Commissioner Malcolm, Shaler Stidham, Richard 
R. Winters, Esquire, of the Pittsburgh National Bank, and 
George I. Emery, Cashier of the First National Bank of Boston, 
attended an all-day session of Chicago bankers at the Conti- 
nental Illinois Bank in Chicago in April, 1960. 

Throughout the year we have been pounding away at the 
basic truth that the first step looking towards the enactment of 
the Code in any state is the preparation of annotations showing 
exactly what changes the Code will make in the law of that state. 

Obviously, while the Code is pending in the legislature of 
any state, questions may be asked of its legislative sponsors. 
The legislators are not going to take time during the course of 
a busy session to do the research or have someone else do it 
which will enable questions to be answered. If annotations 
have been prepared and are available, anyone can turn im- 
mediately to the annotation of any particular section of the 
Code and see whether the Code will change the law as it exists 
in the state and, if so how, and probably why. 

If annotations are not prepared in advance of the Code’s in- 
troduction, they certainly will be a mandatory aid for lawyers, 
bankers and others when the Code takes effect. Therefore, we 
cannot understand the reluctance of commissioners in certain 
states to have annotations prepared immediately. Sooner or 
later their states are going to desire their commercial law to be- 
come uniform with that of the other states. The preparation 
of annotations now will expedite the passage of the legislation 
in any state. 

We repeat what has been said over and over again, that 
the preparation of annotations need not be a matter of sub- 
stantial expense in any state. 

In the states with smaller populations, the annotation of 
the Code will be not nearly as extensive as in the states having 
larger populations. In the smaller states the number of de- 
cisions on points of commercial law are relatively few, as com- 
pared with the number in the larger commercial states. We 
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mention this fact simply because in a number of states the pre- 
paration of annotations has been held up pending appropriations 
of money to finance it. 

In Massachusetts the annotations were prepared, and in 
Oregon they are being prepared, by the larger law offices in 
Boston and Portland, respectively. By dividing the Code up 
article-by-article, and having one law firm undertake the an- 
notation of a single article, the annotations can be done at prac- 
tically no expense. It may be necessary for another law office to 
correlate the annotations submitted by the various annotators, 
but this also is something which can be done without any out- 
lay of money. 

In any state there are ways and means of having the anno- 
tations, once they are prepared, published either by some legis- 
lative or other public agency or by the concern which prints the 
state’s session laws. 

We cannot emphasize too strongly how important it is to 
have these annotations prepared, and we shall be greatly dis- 
appointed if practically all of the states which have not as yet 
enacted the Code do not undertake the preparation of an- 
notations while Mr. Auerbach is still available to be helpful. 

In answer to the questionnaire which was submitted to 
one commissioner in each state within the past month, the fol- 
lowing information, coming directly from commissioners, is 
presented: 


In the following states annotations have been prepared: 


California Montana Ohio 
Illinois New Jersey Tennessee 
Virginia Wyoming 


In the following states annotations have begun, although 
they are not yet completed: 


Alabama Maine Oklahoma 
Arkansas Michigan Oregon 
Florida Missouri South Dakota 
Idaho New Mexico Texas 

Kansas New York Washington 


West Virginia Wisconsin 
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Thus, it will be observed that there are 20 states of the 45 
which have not yet enacted the Code in which no attempt 
has even been begun to annotate its provisions. 

In the following states public agencies of one sort or an- 
other (legislative councils or legislative committees) are re- 
ported to be studying the Code: 


Arizona Missouri Oregon 

California New Jersey Wisconsin 

Indiana New Mexico Wyoming 
Oklahoma 


In the following states state bar associations have endorsed 
the Code: 


District of Columbia Montana Tennessee 
Georgia North Dakota Vermont 
Iowa (in principle) Ohio Washington 
Maine (tentatively) Oregon Wyoming 


In the following states state bar associations are reported 
to be studying the Code: 


Arizona Indiana Missouri 

California Maine Nebraska 

Delaware Maryland Nevada 

Florida Michigan New Mexico 

Idaho Minnesota Oklahoma 

Illinois Mississippi West Virginia 
Wisconsin 


State bankers associations have endorsed the Code in the 
following states: 


Arkansas Michigan (informally) 
California (with reservations) Montana 
Maine Oregon 

Wyoming 


State bankers associations are reported to be studying the 
Code in: 


Alabama Nebraska Tennessee 
California New Mexico Vermont 
Georgia North Dakota Washington 
Maryland Ohio West Virginia 


Missouri Oklahoma Wisconsin 
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Code bills are now actually prepared or are in course of 
preparation in: 


California Montana Oklahoma 
Illinois New Mexico Oregon 
Maine North Dakota Washington 
Missouri Ohio Wyoming 


It is reported that in any event a Code bill will be introduced 
into the legislatures of the following states in 1961: 


California Missouri Oklahoma 
Florida Montana Oregon 
Illinois New Mexico Washington 
Maine North Dakota Wisconsin 
Michigan Ohio Wyoming 


From the foregoing it will be seen, by process of elimina- 
tion, that only in the following states is nothing whatever being 
done at the moment looking towards the enactment of the 
Code: 


Alaska Hawaii North Carolina 
Colorado Louisiana South Carolina 


Utah 


Your Committee cannot underwrite any assertion that in 
the states where it is reported that bar associations or bankers 
associations are “studying the Code” real progress is being 
made. We can only hope that such is the case. 

In conclusion, we say what has so often been said during 
the year, that we stand ready to be helpful in every possible way 
by supplying to commissioners, to state bar association commit- 
tees, to state bankers association committees, or to any other 
group which may be studying the Code, descriptive or promo- 
tional literature, and in cases in which there is real interest in 
the Code, we shall do our utmost to obtain qualified speakers 
on request. 

We have noted a trace of irritation on the part of a very 
few commissioners at the extent to which they are being urged 
by this Committee to use every effort to accomplish the passage 
of the Code. We regret that our efforts have caused even the 
slightest irritation. The Code is the Conference's most impor- 
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tant contribution since its establishment in 1892. More of the 
Conference's time and money were expended in the Code’s 
preparation than in any other uniform or model act or related 
uniform or model acts. More of the Conference's money is 
being expended during the current year in an all-out effort to 
interest the groups in every non-Code state which will be most 
affected by the Code’s provisions to study it and ascertain for 
themselves whether or not the Code is, as the Pennsylvania and 
Massachusetts bankers have recently so emphatically stated, 
“a definite improvement over the former law.” 

Mr. Auerbach is devoting all of his time to this work, the 
Chairman of this Committee is devoting a substantial portion 
of his time to it, and the other members of the Committee are 
doing their share. We call upon every commissioner if he does 
not feel able to lead a campaign in his state for the enactment 
of the Code to help us find someone in his state who will do so. 


MICHIGAN LAW REGULATES SALE OF MONEY ORDERS 


Under a new statute to become effective in Michigan on 
January 1, 1961 sellers of money orders will come under closer 
scrutiny of the Banking Commissioner. After that date sellers 
of money orders must stand an investigation (for a $100 
fee) and an annual license costing $150 will be required. In 
addition check sellers will be obliged to prove financial respon- 
sibility and be required to post a bond of at least $50,000. 
Michigan banks, savings and loan associations and credit unions 
are exempt from the new law. 











BANKING DECISIONS 


In this department are published each month all of the important decisions 
of the Federal and State Courts involving questions pertaining to the 
law of banking and negotiable instruments. The experiences they disclose deserve 


careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 





Bank Liable for Paying Check with Forged 
Endorsement Notwithstanding Drawer’s Lack 
of Diligence 


An account was opened in Third National Bank in Nash- 
ville, Tennessee in the name of Robert Hall, doing business as 
Middle Tennessee Erection Company. Robert Hall had entered 
into a contract to do some steel work for McCann Steel Com- 
pany on a cost plus basis. That contract provided for the 
opening of the above account and provided that McCann would 
make weekly deposits in the account to pay for labor and other 
expenses which McCann was obligated to pay under the con- 
tract. Withdrawals from the account were to be made by check 
signed both by Hall and an officer of McCann Steel Company. 
Hall caused false time reports to be prepared and checks to be 
issued to various employees for work which had not been per- 
formed. Hall then forged the payees’ endorsements and pro- 
cured payment of the checks. 

McCann Steel Company recovered judgment against the 
bank for the aggregate amount of the checks. The court held 
that the Steel Company owned a beneficial interest in the ac- 
count and that this fact was known to the bank. It pointed out 
that the form of the contract of deposit is not conclusive and the 
rights of the parties are determinable on the basis of the actual 
facts. While the court agreed that the most elementary in- 
vestigation by the Steel Company could have prevented Hall’s 
theft it stated that this would not relieve the bank of its primary 
responsibility to pay the check to the named payee “unless it can 
point to some act on the part of the Steel Company which 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 560. 
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caused [it] to act as it did”. McCann Steel Company, Inc. v. 
Third National Bank in Nashville, Court of Appeals of Tennes- 
see, 337 S.W.2d 886. The opinion of the court follows: 


HUMPHREYS, J.—This is an appeal from a decree of Part Two of 
the Chancery Court of Davidson County, in favor of appellee McCann 
Steel Company, Incorporated, against Third National Bank in Nashville, 
Tennessee, for $2,108.81, and costs. Upon pleadings raising the issue, 
the Chancellor found the Bank had paid this amount out of a bank ac- 
count in which the Steel Company owned a beneficial interest, upon 
forged endorsements on checks drawn on said account, without negli- 
gence on the part of the Steel Company. From this decree the Bank 
has appealed and assigned errors. 

The Chancellor has made a full and complete finding of facts which, 
after our reading and study of the record, we do not find to be contrary 
to the preponderance of the evidence, and which we therefore adopt, 
and here set forth: 

“That during the years 1955 and 1956 complainant was awarded con- 
tracts by Monsanto Chemical Company by which it obligated itself to 
furnish all the labor, material and equipment necessary to fabricate and 
erect all structural steel on certain foundations of Monsanto Chemical 
Company in accordance with certain drawings. 

“Complainant was a non-union contractor, and it was necessary for 
the erection of said steel to be done by union labor. This made it neces- 
sary for complainant to sublet erection of the steel to an independent 
contractor who would employ union labor, and accordingly, on December 
2, 1955, it entered into a written contract with an independent contractor, 
Robert A. Hall, doing business as Middle Tennessee Erection Company, 
by which he obligated himself to erect said steel on a cost plus basis. 
The written contract related to one purchase order from Monsanto 
Chemical Company to complainant, but subsequently the terms of the 
written contract were verbally extended so as to apply to another job 
of complainant with Monsanto Company, and to the completion of a job 
at Russellville, Kentucky. 

“Robert A. Hall had, over a period of several years, worked inter- 
mittently for complainant, sometimes as a foreman, but at no time 
had he possessed or exercised authority to issue, sign or negotiate checks 
or other commercial paper for complainant for any purpose whatsoever. 
At various and sundry times he had in prior years, as an independent 
contractor engaged in the erection of steel, but not for complainant. 

“The said Robert A. Hall was a man of good reputation. He had 
made complainant a trustworthy, dependable employee, and complain- 
ant entered into the contracts with him in good faith and without negli- 
gence, justifiably believing that he was an honest man. The written con- 
tract between complainant and Hall was filed as Exhibit No. 1 to the 
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testimony of John H. McCann, president of complainant. By this con- 
tract, Robert A. Hall, doing business as the Middle Tennessee Erection 
Company, agreed to erect, in accordance with applicable specifications 
and in a workmanlike manner, the structural steel on said Monsanto 
Chemical Company job, to carry workmen’s compensation and public 
liability insurance, and to furnish all labor and do all the work on 
same. Complainant agreed to pay said Erection Company on a cost 
plus basis, that is, it agreed to pay said Erection Company for all the 
costs of labor, insurance, taxes, equipment and miscellaneous supplies 
and expenses, and certain monies in addition thereto. 

“The written contract between complainant and Hall contained the 
following paragraph with respect to a bank account: 

“*To facilitate the execution and performance of this contract 
the parties hereto agree that a bank account shall be opened in 
the Third National Bank, in the name of Middle Tennessee Erec- 
tion Company, deposits therein to be withdrawn only on checks 
signed by both Robert A. Hall and M. C. Dabney, that McCann 
Steel Company will make weekly deposits in said account, the 
same to be credited on its obligation in this contract to said Erec- 
tion Company, and that checks shall be written on said account to 
pay for all labor used in the performance of this contract, and 
for such other costs and expenses as McCann Steel Co., Inc. has 
obligated itself to pay for under this contract, and when all such 
costs and expenses have been fully paid for, any balance remaining 
shall be paid to McCann Steel Company, Inc.’ 


“Robert A. Hall, in the performance of said contracts with com- 
plainant, was an independent contractor. He selected his employees, 
exercised supervision over them, paid the privilege taxes imposed upon 
contractors, carried workmen’s compensation and public liability in- 
surance as such contractor, and had actual charge and supervision of the 
erection of the steel on said job. Complainant looked to said Hall for 
results only, and from time to time did inspect the job so as to see that 
it was being done in accordance with contractual obligation. Hall was 
not an agent of complainant. 

“For many years complainant has done its banking with the defend- 
ant Bank, carrying a checking account in said Bank, and also borrowing 
large sums of money from time to time from said Bank. Various and 
sundry officials of the defendant Bank had represented the Bank in its 
business relations with complainant, however at the time of the matters 
involved in this litigation, and for some time prior thereto, the official 
of the defendant bank who was principally in charge of the bank’s busi- 
ness with complainant was G. A. Puryear, Vice President. The said Pur- 
year, and other officials of said Bank, were personally and well acquainted 
with John H. McCann, President of complainant, and also with M. C. 
Dabney, who was Assistant Secretary of Complainant, who had general 
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charge of complainant’s bookkeeping, and who did a lot of the banking 
business with defendant bank for complainant, making deposits and 
discussing very frequently, at least once a week, loans and other matters 
with Puryear of said bank. 

“After complainant was awarded the contract by Monsanto Chemical 
Company, its President, John H. McCann, so informed G. A. Puryear, 
and arranged with him to borrow funds from said Bank to finance said 
jobs. The president of complainant further informed G. A. Puryear 
that on account of the uniform labor situation, it was necessary for his 
company to sub-let the erection of said steel to an independent con- 
tractor. It does not appear that G. A. Puryear actually saw the written 
contract between complainant and Hall, but he was informed that such 
contract was being entered into, and complainant's president at the time 
stated to him that a new bank account would be opened in the defendant 
bank for the purpose of handling the financial operations of the jobs in 
question in so far as the contracts for the erection of the steel were con- 
cerned, and that the signature of a representative of complainant would 
be required on all checks. 


“Within a very short time thereafter said bank account was opened 
on December 5, 1955. The account was opened by M. C. Dabney, as a 
representative of complainant, in the name of Robert A. Hall, doing 
business as Middle Tennessee Erection Company. The signature card 
bore a notation that the two signatures required were those of Robert A. 
Hall and M. C. Dabney. The business address was given as 106 Boscobel 
Street, P. O. Box 1203, telephone Alpine 5-7694. The address and tele- 
phone number given was known by defendant to be that of complainant. 
The signature cards bore the notation, ‘brought in by M. C. Dabney, 
McCann Steel.’ The initial deposit in said account was made on Decem- 
ber 5, 1955, the last deposit was made on November 29, 1956, and the 
account was closed on December 7, 1956. All deposits in said account 
consisted of checks drawn on the bank account of complainant in the 
defendant Bank, payable to Middle Tennessee Erection Company, and 
the checks were endorsed for deposit by said Middle Tennessee Erection 
Company by means of a rubber stamp. The deposits in said account 
were made by a representative of complainant, and in almost every in- 
stance by M. C. Dabney, until he resigned and was succeeded by Hamp- 
ton Lackey as said representative of complainant and then by Lackey. 
An examination of the checks which were deposited in said account 
reveals the purpose of same, some of them bearing notation ‘payroll’ and 
some were made for the cost of insurance and other expenses. 


“Robert A. Hall furnished complainant with the names of his em- 
ployees, their social security numbers, and the number of dependents, 
and the wage rate of said employees. He also furnished complainant 
daily reports showing the name of each of his employees and the number 
of hours worked by each. Complainant’s representative computed the 
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amount due each employee and checks were issued weekly, made pay- 
ble to said employees for the wages due each of them, based upon said 
reports and other information furnished. M. C. Dabney signed said 
checks until he was succeeded by Hampton Lackey and then they were 
signed by Lackey. Said checks were then given to Hall, for his signature 
and for delivery to said employees. 

“All of the payees named in the checks involved in this suit were real 
persons and none of them was a fictitious person. With the possible ex- 
ception of Tom Norris, all of said employees actually worked for Middle 
Tennessee Erection Company on one or more of the jobs covered by 
the contract between complainant and Hall, and Norris had worked on 
the job at Russellville, Kentucky either as a direct employee of com- 
plainant, or later for Middle Tennessee Erection Company, after the 
company took over the completion of said job as an independent con- 
tractor with complainant. Complainant's representatives, Dabney and 
Lackey, in signing said checks acted in good faith, believing in each 
instance that the named payee was entitled to be paid the amount of 
such check, and intending that such named payee actually received the 
proceeds of said check. 


“During the period of time in question Robert A. Hall made up 
many false reports with respect to the time worked by various and 
sundry employees, and in this manner caused checks to be issued payable 
to said employees purportedly paying them for their labor when in 
fact no such labor had been performed, for which such checks were 
issued. He then took said checks and forged the endorsements of the 
payees, and in this manner personally cashed said checks with forged 
endorsements and used the proceeds thereof for his own personal uses 
and for purposes in no manner connected with the subject matter of his 
contracts with complainant. Complainant has sued the defendant bank 
on 32 of such checks totalling in amount $2,108.81, which are listed in 
the original bill. 

“Within a reasonable time after it was discovered that the endorse- 
ments on some of the checks had been forged by said Hall, Hampton 
Lackey notified G. A. Puryear by telephone. A prompt investigation was 
made by complainant. Robert A. Hall executed an affidavit admitting 
said forgeries and written notice was then given of said forged en- 
dorsements to the defendant bank by the attorney for complainant. 
None of the officers or employees of complainant participated in or 
had any knowledge of the forgeries by Robert A. Hall until a short time 
before the bank was notified. Therefore, the Court finds that both 
oral and written notice of said forgeries was given by complainant to 
the defendant bank within a reasonable time. 

“The defendant bank had actual and constructive knowledge of the 
purposes for which said bank account was opened. It knew that Robert 
A. Hall did not have exclusive control of said account and complainant 
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had an interest therein. 

“A bank is liable for money paid out of a bank account on checks 
upon which the endorsements have been forged, unless those interested 
in the account are guilty of negligence or have breached a duty owed 
the bank. However, the complainant, who had an interest in the bank 
account, did not breach its duty to the defendant bank, nor was it guilty 
of negligence which caused the bank to pay the checks upon which the 
endorsements had been forged. Therefore, the exception to the rule does 
not apply. It is presumed that the said payments were made by the 
defendant bank out of its own funds and not out of the account in which 
the complainant had an interest, therefore the complainant has suffered 
loss and damage in the amount of $2,108.81.” 


The general rule of law relied on by the Steel Company as a basis 
for its recovery, and applied by the Chancellor, is stated in Pollard v. 
Wellford, 99 Tenn. 113, 42 S.W: 23, as follows: that a bank must, at its 
peril, pay a check to the actual payee or upon his genuine endorsement; 
and, if it fail to do so from mistaking the identity of the payee, or by 
paying upon a forged endorsement, it is responsible for the loss. Again, 
Figuers v. Fly, 137 Tenn. 358, 193 S.W. 117, the rule stated that if a 
drawee bank pays a check to which the payee’s name is forged as en- 
dorser, the payment is deemed to be made out of its own funds, not the 
depositor’s provided the latter has not been guilty of negligence, or fraud 
that misled the bank. This rule of the common law has been enacted 
into the statute law of our State by § 47-123, T.C.A. United States 
Guarantee Co. v. Hamilton Natl. Bank, 189 Tenn. 143, 223 S.W.2d 519. 
There are certain exceptions and qualifications of this general rule, upon 
which the bank relies, which we will discuss at the time we consider 
the assignments of error based thereon. 


The first assignment is that the Chancellor erred in finding and hold- 
ing that the Steel Company owned an interest in the bank account and 
that the Bank had actual and constructive knowledge thereof. This 
assignment is based on the propositions (1) that the facts of the case do 
not show that the Bank did have actual or constructive knowledge that 
the Steel Company owned an interest in the bank account, and, (2) 
that there were certain deposit contracts executed between the Erection 
Company and the Bank which the Bank contends must define and 
control rights to the account and that under these contracts the Steel 
Company had no interest in the bank account. 

With respect to the first basis of this assignment we are constrained 
to agree with the Chancellor’s holding that in view of all the facts and 
circumstances of the case, the Steel Company actually did own a bene- 
ficial interest in said account, and this was known to the Bank, and 
overrule the first basis of this assignment. In view of this, and this 
being a suit in equity, we must, as the Chancellor did, with respect to 
the second basis of this assignment, apply the equitable maxims, “Equity 
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regards that as done which in good conscience ought to be done,” and, 
“Equity looks to the intent rather than to the form.” Under these max- 
ims and principles of adjudication it was the duty of the Chancellor, as 
it is ours, to decide the rights of the parties upon the basis of the actual 
facts and circumstances and conditions surrounding the entire trans- 
action, and from these determine the true knowledge and intention of 
the Steel Company, the Bank, and the Construction Company with 
respect to this account. When this is done, we must reject the con- 
tention of the Bank that the contracts of deposit control. This is especial- 
ly true since the contracts do not purport to bind the Steel Company or 
define the relationship of the Steel Company and the Bank. In 9 
C.J.S. Banks and Banking § 285, it is laid down as a general rule, 
that while the right to the return of the deposit or its equivalent pre- 
sumably belongs to the person in whose name it is made, this presump- 
tion is rebuttable and the form of the deposit is not conclusive. More- 
over, there is no statute or rule of law which we have been able to 
find which prevents a court of equity from looking into and determin- 
ing the true intent and the actual equitable relationship of the parties 
under the existing facts with respect to a bank deposit. In other 
words, there is no rule that a contract of deposit, to which all of those 
interested are not parties, will be held as controlling. On the basis of 
the foregoing we overrule the first assignment of error. 


The second assignment of error is that, if in fact the Steel Com- 
pany did have a beneficial interest in the Bank account and this was 
known to the Bank, in any event Hall was the agent of the Company for 
the disbursement of these funds and his act in forging endorsements on 
checks drawn on said account would amount to such negligence on 
the part of the Steel Company as would prevent recovery. We must 
overrule this assignment of error since the Chancellor found, and we 
do not find the preponderance of the evidence to be to the contrary, 
that under the facts of the case, Hall was not the Steel Company’s agent 
for the disbursement of these funds. We find, as did the Chancellor, that 
Hall was an independent contractor in the construction work under- 
taken, and that in making out the payroll of employees as required by 
the contract, Hall was acting for himself. In depositing money in the 
beneficially owned account, the Steel Company was acting for itself in 
accordance with the contract. In making out payroll checks the Mc- 
Cann Steel Company was carrying out a contract obligation in which 
it was not acting as a principal of Hall, nor was it or any of its em- 
ployees subordinated to the status of agent of Hall. These acts were 
done pursuant to a contract between Hall and the Steel Company which 
declared what should be done, without undertaking to define the status of 
either party on that account. We cannot find in the contract anything 
which requires that either party be considered as the agent of the other in 
the discharge thereof. 
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Moreover, a close examination of the facts fails to reveal that the 
Bank ever regarded Hall as the agent of the Steel Company or the 
Steel Company as the agent of Hall, or that it ever dealt with either 
of these parties on this basis. This being the view we take of the 
agency relationship contention, We necessarily overrule the second as- 
signment of error. 


The Bank's third assignment of error is that the Steel Company's 
negligence in not taking adequate precaution against Hall’s payroll 
padding is the proximate cause of the loss, and on this account the 
Steel Company cannot recover. The Bank argues that it is utterly in- 
conceivable that the Steel Company could have allowed this loss to 
occur, and that it could have been prevented by the most elementary 
investigation. This, of course, is true. However, the answer to this 
argument is that the obligation in the first instance of making certain 
that the checks were paid to the persons to whom they had been issued, 
and not upon forged endorsements, rested upon the Bank under the 
rules set forth above, not upon the Steel Company. If the Bank had 
discharged its duty with respect to the very first one of this series of 
checks, Hall’s career as a forger would have been cut short at the 
outset, and this loss never would have occurred. The Bank cannot 
shift its primary responsibility, imposed upon it by a law based upon a 
necessary policy, unless it can point to some act on the part of the 
Steel Company which caused the Bank to act as it did. In this con- 
nection we hold, as did the Chancellor, that the counter-signature of 
the Steel Company’s officer or employee on a check payable to a person 
who had from time to time worked in steel construction for both the 
Steel Company and the Erection Company, did not amount to an as- 
surance to the Bank that the check presented to it for payment had in 
fact been endorsed by the true payee, and cause the Bank to pay the 
check. In view of the rule of law making a bank liable for payment 
of a check upon a forged endorsement, and in view of the sound policy 
upon which this law rests, we cannot hold the failure of the Steel Com- 
pany to discover Hall’s felonies was the moving fault, but must hold the 
paying of the check on the forged endorsement to be that fault, and 
on this account overrule the third assignment of error. 


The Bank’s fourth assignment of error is that since the Steel Com- 
pany entrusted the final execution, negotiation and delivery of these 
checks to Hall, it cannot now be permitted to recover. This assign- 
ment of error is based on the proposition that the Steel Company “en- 
trusted” the final execution, negotiation and delivery of the checks in 
question to Hall. Since we have already found that this was not the 
case and that each party was acting for himself or itself under the con- 
tract, we cannot sustain this assignment of error. Moreover, the case 
upon which the assignment is predicated, Litchfield Shuttle Co. v. Cum- 
berland Valley Natl. Bank, 134 Tenn. 379, 183 S.W. 1006, does not in 











36 THE BANKING LAW JOURNAL 


our opinion justify or require that the assignment be sustained. In that 
case the manager of the corporation’s branch business, with authority 
to draw checks in its name on the bank account which it kept for such 
branch businesses, drew checks thereon payable to persons with whom 
it had business dealings, forged their endorsements thereon, and then 
procured the money thereon either directly from the bank or by negotia- 
ting them to others. The Court held the bank was not liable to the 
corporation for the money so paid out because it was misled by the 
fault of the drawer, and, upon the further rule, that where the facts 
and circumstances amount to a direction from the owner of the bank 
account to pay the same without reference to the genuineness of the 
endorsement, which would be the case where the owner of the account 
through its agent or employee committed the forgery, the bank may 
charge the payment on such forged endorsements to the owner's bank 
account. 


In support of this assignment of error the Bank also relies on United 
States Guarantee Co. v. Hamilton Natl. Bank, 189 Tenn. 143, 223 S.W.2d 
519. But in this case, as in the Litchfield Shuttle Co. case, since the 
forgeries were committed by an employee of the depositor who was 
acting within the scope of her apparent authority when she made out 
the fraudulent checks and presented them to the manager of the com- 
pany for his signature, the company was guilty of such negligence as 
prevented its recovery. In the present case, as we have already pointed 
out, the Steel Company and Hall were each acting separately, and there 
was no such agency relationship between them as to make the act of 
Hall the act of the Steel Company and the only possible ground for 
holding that the Steel Company was negligent would be on account 
of its failure to examine the paid checks to ascertain if the endorsements 
thereon were genuine. As to this, it is the general rule there is no duty 
on the depositor to “scan the indorsements to ascertain if they are 
genuine” because “a depositor has no greater knowledge as to the bona 
fides of the indorsements than has the bank.” Darling Stores, Inc. v. 
Fidelity Bankers Trust Co., 178 Tenn. 165, 156 S.W.2d 419, 422; United 
States Guarantee Co. v. Hamilton Nat'l Bank, supra. This assignment 
is overruled. 


The fifth assignment of error is that as a matter of law, since all of the 
payees involved were fictitious, the checks were payable to bearer, and 
no endorsement was required. This assignment is based on a principle 
of negotiable instruments law discussed in Tennessee Products Corp. v. 
Broadway Natl. Bank, 25 Tenn. App. 405, 412, 158 S.W.2d 361. This 
rule is that as against a bona fide holder, where a note, bill, or check, con- 
taining all the evidence of negotiability is knowingly made payable to 
the order of a fictitious person, the instrument becomes negotiable with- 
out endorsement, and is to be treated as if in terms made payable to 
bearer. The maker's intention is the controlling consideration which 
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determines the character of such paper. It cannot be treated as payable 
to bearer unless the maker knows the payee to be fictitious and actually 
intends to make the paper payable to a fictitious person. In the Ten- 
nessee Products Corp. case, supra, wherein this rule was applied, the 
authorized agent of the corporation issued drafts payable to the order 
of persons who had no interest in the drafts and who were not in- 
tended by the agent to receive them. Some of the payees were fictitious 
and none of them had any interest in the drafts. The opinion goes on 
to hold that the act and intent of the agent in making drafts so payable 
was the act and intent of the corporation so the drafts were payable to 
bearer under the negotiable instruments act and under the principle of 
law just above set forth. However, it will be immediately observed 
that an indispensable element of the rule made the basis of adjudication 
in that case is absent in the present case, and that is, in the present case 
Hall was not acting as agent for McCann Steel in the issuance of the 
checks and thus his act was noi the act of the Steel Company. So, the 
indispensable ingredient of intention on the part of the drawers of the 
check, the Steel Company and Hall, to make the same payable to a 
fictitious person is absent. 


In 7 Am.Jur., Bills and Notes, § 95, the fiictitious payee rule is dis- 
cussed and there it is made abundantly clear that a negotiable instru- 
ment made to a fictitious person cannot be treated as payable to bearer 
and negotiated without endorsement unless the person making it knows 
and actually intends to make the instrument payable to a fictitious per- 
son. No such intent can be found in this case on the part of McCann 
Steel Company. 

This appeal has been ably briefed and argued by both parties. The 
Bank has contended forcefully that the Steel Company suit should be 
dismissed because of its alleged negligence in the premises, and, its 
arguments appeal to one’s reason. However, when the contentions are 
weighed in the light of the facts and in the light of the two well-estab- 
lished rules (1) that ordinarily a banker on whom a check is drawn must 
ascertain at his peril the identity of the person named in the check as 
payee, and that it is only when he is misled by some negligence or fault 
of the drawer that he can set up his own mistake in this particular 
against the drawer, and secondly, that as a general rule there is no duty 
imposed upon a depositor to examine his cancelled checks to ascertain 
the genuiness of the endorsements thereon, it appears to us the Bank’s 
appeal must be denied. The first and primary fault in the case, the 
reason that Hall was able to continue in his career of crime as long as 
he was, lies in the fact that the Bank did not ascertain the identity of 
the person named in the check as payee and paid upon a fraudulent 
endorsement. It seems to us that while there are exceptions and their 
application to this case have been forcefully and skillfully argued, they 
do not apply so as to take the case out from under the general rule. 
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Accordingly, the assignments of error are overruled and the decree of 
the Chancellor is affirmed with costs. 
HICKERSON and SHRIVER, JJ., concurring. 





Bank Not Liable for Preferential Payments 


In an action by a trustee in bankruptcy to recover various 
funds of the corporate bankrupt alleged to have been preferen- 
tially or fraudulently transferred, it was claimed that the Peoples 
Bank of Haverstraw was liable to the trustee for $20,160.81 on 
the following facts: 

On September 13, 1956 the bankrupt opened an account 
with the bank for the purpose of meeting the payroll at a near- 
by plant. Four officers of the bankrupt were authorized to 
sign checks including the Treasurer, Samuel Koenig. On No- 
vember 2, 1956, when the bankrupt suspended business, there 
was $10,660.81 in the account. On November 5, 1956 Koenig 
deposited a check for an additional $9,500 in the account. He 
then closed out the account by drawing a corporate check to 
his own order for the balance. He opened a new account at 
the bank entitled, “S. Koenig, Special for Payroll” and deposited 
the latter check in the new account. Between November 7, 
1956 and November 27, 1956 all the funds in the new account 
were used for payroll purposes. 

The court dismissed the complaint as to the bank. Even if 
the bank breached a duty to the bankrupt by permitting the 
transfer from one account to the other, the corporation suffered 
no loss because the funds were used for a legitimate corporate 
purpose. There can be no liability without loss and “transfer 
from a fiduciary account does not, without more, result in a 
conversion’. 

As to the claim of preference the court stated that the bank 
owed no duty to the creditors of the bankrupt beyond that 
which it owed to the corporation. “It is not liable for any loss 
which may have been suffered by creditors because of prefer- 


NOTE-—’For similar decisions see B. L. J. Digest (Fifth Edition)§ 142. 
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ential payments made in satisfaction of legitimate corporate 
obligations.” Feldman v. Capitol Piece Dye Works, Inc., Unit- 
ed States District Court, $.D., New York, 185 F.Supp. 426. The 
opinion of the court, in part; follows: 


BRYAN, DJ.— 

D. As to The Peoples Bank of Haverstraw. 

The plaintiff asserts that the Bank not only had full knowledge of 
the transfer of the balance in the bankrupt’s account to the S. Koenig 
Special Payroll Account through its vice-president and cashier, but also 
actually participated in this transaction by arranging the mechanics of 
the transfer. He claims that Samuel Koenig had no actual authority to 
make the transfer since he had submitted his oral resignation as 
treasurer of the bankrupt on November 2, 1956, the Friday before 
the transfer occurred, and that such general authority to sign 
checks as was conferred on Koenig by the filed signature card 
did not give him even apparent authority to draw out the entire balance 
and transfer it to his account in the absence of an appropriate corporate 
resolution. Plaintiff points to the further fact that the Bank’s vice-presi- 
dent and cashier made inquiry at Samuel Koenig’s request concerning 
the $9,500 check from the factor which Koenig had brought up for de- 
posit and knew that this deposit was being immediately transferred to 
Koenig’s personal account. Plaintiff contends that all this put the Bank 
on notice that the funds were being improperly diverted by Koenig 
from the corporate account, that the Bank acquiesced in the transaction 
with such knowledge and is therefore liable for the full amount trans- 
ferred. 

On the other hand, the Bank relies on the evidence that it had no 
knowledge of the impending bankruptcy, or, indeed, of any financial 
difficulties of the bankrupt until November 26, the day of adjudication, 
when the funds had already been fully disbursed, that it had had satis- 
factory dealings with Samuel Koenig for many years and had no reason 
to be suspicious of him, that the transfer was made to a special account 
for payroll and that all checks paid from that account were in satis- 
faction of payroll and other legitimate obligations of the bankrupt. It 
therefore asserts that it is under no liability in the premises. 

Even if it be assumed that the bank breached its obligation to the 
bankrupt by permitting the transfer, as the plaintiff contends, the plaintiff 
has failed to establish that the Bank is liable here. 

If the Bank permitted a corporate officer or other fiduciary to with- 
draw funds from a corporate or other fiduciary account, and such funds 
were used for his own purposes with actual or constructive knowledge 
to the Bank that this would occur, the Bank would be liable for the 
loss suffered. See Bischoff v. Yorkville Bank, 218 N.Y. 106, 112 N.E. 
759, L.R.A.1916F, 1059; Commercial Trading Co. v. Trade Bank & Trust 
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Co., 286 App.Div. 722, 146 N.Y.S.2d 570; E. Moch Co. v. Security Bank 
of New York, 176 App.Div. 842, 163 N.Y.S. 277, affirmed 225 N.Y. 723, 
122 N.E. 879. However, the Bank’s obligation is for the loss suffered 
by the corporation and there is no liability in the absence of loss. 

Here Samuel Koenig used the fund deposited in the Special Payroll 
Account for legitimate corporate obligations of the bankrupt. The checks 
drawn against the Special Payroll Account were checks of the bankrupt 
and in fact drawn on the bankrupt’s own account and paid out of the 
funds transferred to the new account. Such payments would have been 
made even if the transfer had not occurred, for the receiver never com- 
municated with the Bank or attempted to take possession of the bank- 
rupt’s funds. 

The Bank’s obligation was to the corporate bankrupt to whom the ac- 
count belonged. It had no knowledge of bankruptcy, insolvency, the 
appointment of a receiver, or financial failure. Unless it be shown that 
these funds were diverted from legitimate corporate purposes by reason 
of the transfer no loss or damage by reason of the transfer has been 
shown and no liability to the bankrupt corporation has been established. 
Mere transfer from a fiduciary account to a personal account does not, 
without more, result in a conversion. There must be a diversion of the 
funds from the trust purposes. Bischoff v. Yorkville Bank, supra; Whit- 
ing v. Hudson Trust Co., 234 N.Y. 394, 1388 N.E. 33, 25 A.L.R. 1470. 

Here there was no loss to the bankrupt by reason of the transfer. Any 
loss or damage which occurred was to other priority wage creditors be- 
cause of the preference obtained by other creditors of the same class. 
The Bank owed no duty to the creditors of the bankrupt beyond that 
which it owed to the corporation itself and breached no duty to them. 
It is not liable for any loss which may have been suffered by creditors 
because of preferential payments made in satisfaction of legitimate cor- 
porate obligations. See Lowell v. Merchants National Bank, D.C.N.H., 
283 F. 124, affirmed sub nom. Cunningham v. Merchants National Bank, 
1 Cir., 4 F.2d 25, 41 A.L.R. 529. 

Thus, plaintiff has failed to establish any liability on the part of de- 
fendant Bank. 

Plaintiff is entitled to recover from the defendants Samuel Koenig and 
Gilbert Koenig on all of the four transactions in suit in the total amount 
of $85,496.82, with interest on $35,839.56 from September 21, 1956, on 
$1,000 from October 22, 1956, on $28,495.95 from November 2, 1956, and 
on $20,160.81 from November 5, 1956. 

Plaintiff is entitled to recover from defendant Capitol on the first 
three transactions in suit in the total amount of $65,335.51, with interest 
on $35,839.56 from September 21, 1956, on $1,000 from October 22, 
1956, and on $28,495.95 from November 2, 1956. 

Defendant, The Peoples Bank of Haverstraw, is entitled to judg- 
ment in its favor against the plaintiff. 
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Judgment will be entered accordingly. 
The foregoing opinion will constitute my findings of fact and con- 
clusions of law. 





National Bank May Rescind Unexpired Portion 
of Lease in Violation of Statute 


Perth Amboy National Bank brought an action to set aside 
an unexpired lease it had entered into on the ground that execu- 
tion of the lease by the bank was ultra vires as in violation of 
Sections 29, 371d and 82 of Title 12 of the United States Code. 
These sections relate respectively to the power of a national 
bank to hold security, to invest in bank premises and to the 
limitation on indebtedness incurred by a national bank. 

The other parties to the lease moved to dismiss the complaint 
on the ground that even if the making of the lease was ultra 
vires, the bank should not be allowed to rescind it. The court 
stated that the effect of the doctrine of ultra vires on an act of 
a national bank is governed by federal law and not the law of 
the state where the act takes place and held, in denying the 
motion to dismiss, that a national bank could rescind the unex- 
pired portion of a lease the making of which was ultra vires. 
Perth Amboy National Bank v. Brodsky, United States District 
Court, S.D., New York, 185 F.Supp. 217. The decision of the 
court follows: 

DIMOCK, D.J.—Defendants move under Rule 12 (b) (6) F.R.Civ.P. 
to dismiss the complaint on the ground that it fails to state a claim on 
which relief can be granted. The action is one by plaintiff bank to set 
aside an unexpired lease which it made. The basis of the plea for setting 
aside the lease is the allegation that its execution was ultra vires. De- 
fendants assume for the purposes of the motion that plaintiff is correct 
in its claim that the making of the lease was ultra vires but they raise 
the point that the bank has no standing to maintain the action. In other 
words they say, even if the lease was ultra vires, the bank cannot raise 
the question. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition)§ 908. 
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The complaint alleges that the lease transaction violated all of the 
following provisions of law: 

Section 29 of title 12 U.S.Code, Act of June 3, 1864, c. 106, sec. 28, 
13 Stat. 99, as amended Feb. 25, 1927, c. 191, sec. 3, 44 Stat. 1227, which 
so far as relevant, reads as follows: 


“A national banking association may purchase, hold, and con- 
vey real estate for the following purposes, and for no others: 

“First. Such as shall be necessary for its accommodation in 
the transaction of its business.” 


Section 371d of title 12 U.S.Code, Act of Dec. 23, 1913, c. 6, sec. 24A, 
88 Stat. 251, as added June 16, 1983, c. 89, sec. 14, 48 Stat. 184, and 
amended June 30, 1954, c. 434, sec. 2, 68 Stat. 358, which reads as follows: 


“No national bank, without the approval of the Comptroller 
of the Currency, and no State member bank, without the approval 
of the Board of Governors of the Federal Reserve System, shall 
(1) invest in bank premises, or in the stock, bonds, debentures, 
or other such obligations of any corporation holding the premises 
of such bank, or (2) make loans to or upon the security of the 
stock of any such corporation, if the aggregate of all such invest- 
ments and loans, together with the amount of any indebtedness 
incurred by any such corporation which is an affiliate of the bank, 
as defined in section 221la of this title, will exceed the amount of 
the capital stock of such bank.” 


Section 82 of title 12 U.S.Code, Act of June 3, 1864, c. 106, sec. 36, 
18 Stat. 99, as amended Sept. 9, 1959, P.L. 86-251, sec. 2, 73 Stat. 488, 
which so far as relevant reads as follows: 


“No national banking association shall at any time be in- 
debted, or in any way liable, to an amount exceeding the amount 
of its capital stock at such time actually paid in and remaining 
undiminished by losses or otherwise . . . .” 


Defendants attempt to distinguish cases which have held that a na- 
tional bank can take advantage of the fact that an act which it has done 
was ultra vires. They say that that conclusion results only where the 
irregularity consists in a violation of a prohibition and that here the 
bank has done no more than exceed its granted powers. They cite 
McCormick v. Market Nat. Bank, 165 U.S. 538, 17 S.Ct. 433, 41 L.Ed. 
817, where the Supreme Court emphasized the fact that the act in ques- 
tion was one which was prohibited. 

Certainly if the bank has violated sections 371d and 82 above quoted 
it has violated a prohibition. It might be said that section 29 did no 
more than enumerate the powers of a national bank so that in trans- 
gressing it the bank did no more than exceed granted powers. It would 
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be enough to satisfy the alleged rule, however, for plaintiff bank to show 
that there was a violation of the prohibition contained in one of the other 
two sections. I take defendants’ concession to be that there was a viola- 
tion of all three sections since they are at pains to try to demonstrate 
that each contains a mere limitation of authority rather than a prohibition. 

If, therefore, it is necessary that there shall have been a violation of 
a prohibition to justify a bank’s rescission of an ultra vires act, we have 
such a violation here. 

The effect of ultra vires on an act of a national bank is governed by 
federal law, not the law of the state where the act takes place. City of 
Yonkers v. Downey, 309 U.S. 590, 60 S.Ct. 796, 84 L.Ed. 964. 

The decision in Houston v. Drake, 9 Cir., 97 F.2d 868, is authority 
for assertion of a claim such as this by a national bank. There the court 
allowed rescission of the unexecuted portion of a lease the making of 
which was ultra vires. Incidentally the lease was held ultra vires because 
of violation of section 29 which does not so clearly forbid failure to com- 
ply with it as do sections 371d and 82. 

In Brown v. Schleier, 8 Cir., 118 F. 981, 988, affirmed 194 U.S. 18, 
24 S.Ct. 558, 48 L.Ed. 857, the court denied relief to a national bank 
from a transaction which was evidently rendered ultra vires by failure 
to comply with section 29 but there the transaction was an executed 
one. No case has been cited where a national bank has obtained relief 
from a transaction on the ground of ultra vires except where and to 
the extent that the transaction remained unexecuted. As was said in 
Noel Estate, Inc. v. Commercial Nat. Bank in Shreveport, 5 Cir., 232 
F.2d 488, 485, “In the absence of a statute imposing any penalty of 
forfeiture applicable to the particular transaction, and as to executed 
contracts, the Supreme Court has repeatedly held that the United States 
alone can object to the want of authority of a national bank.” Emphasis 
supplied. 

A lease, insofar as unexpired, is executory. See McCormick v. Market 
Nat. Bank, 165 U.S. 538, 17 S.Ct. 433, 41 L.Ed. 817, supra. 

Cases where a third party seeks to take advantage of the fact that 
an act of a national bank is ultra vires are not apposite. See, for example, 
Kerfoot v. Farmers’ & Merchants’ Bank, 218 U.S. 281, 31 S.Ct. 14, 54 
L.Ed. 1042; Langham’s Estate v. American Nat. Bank, 5 Cir., 165 F.2d 
968; Thompson v. St. Nicholas Nat. Bank, 146 U.S. 240, 13 S.Ct. 66, 36 
L.Ed. 956. 

The motion to dismiss the complaint for failure to state a claim on 
which relief can be granted is denied. 

Defendants move also for summary judgment dismissing the action 
because of failure to join as defendants the holders of two mortgages 
.on the lease premises. 

In the absence of a present right to the rents from a lease of the 
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mortgaged premises the mortgagee has no interest in the lease. A mort- 
gagor in possession may deal with the lease as he wishes short of fraud 
or collusion. Haussmann v. Colonial Trust Co., D.C.S.D.N.Y., 23 F.Supp. 
213. It is true that the District Court in Brodsky v. Perth Amboy Na- 
tional Bank, D.C.D.N.J., 156 F.Supp. 316, said that all co-tenants and 
mortgagees were necessary parties to a suit such as this but the Court 
of Appeals, 3 Cir., 259 F.2d 705, went no further than to hold that the 
co-tenants were necessary parties. 


The mortgagees, having no interest in the lease, need not be joined. 


The motion to dismiss the action for failure to join indispensable par- 
ties is denied. 


So ordered. 


Payee of Unendorsed Check Loses Cause 
of Action Against Drawer 


The payee of two checks sued the drawer, a collecting bank, 
the drawee bank and Boley Electric Company, the company 
which ultimately received the proceeds of the checks. The 
payee alleged that the drawer negligently delivered the checks 
to Boley Electric which endorsed its name on the checks and 
deposited them in its own account and that the collecting bank 
paid the proceeds to Boley Electric after collecting them from 
the drawee bank. Neither check bore the endorsement of the 
payee. 

The court held that the payee had proceeded on the theory 
that the checks had been accepted by the drawee. It had, ap- 
parently by the act of stating a claim against Boley Electric and 
the collecting bank, ratified payment by the drawee and, under 
Colorado law, renounced any claim predicated upon the con- 
tinued existence of the debt or the non-discharge of the checks. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 1244. 
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The court concluded that the payee had no cause of action 
against the drawer for negligence since it has a right to recover 
from Boley Electric and the collecting bank and until it can 
allege that it has failed in this effort it will have suffered no 
damage. Denver Electric and Neon Service Corp. v. Gerald 
H. Phipps, Inc., Supreme Court of Colorado, 354 P.2d 618. 
The opinion of the court follows in part: 


DOYLE, J.—The Denver Electric and Neon Service Corporation 
instituted this action in the district court of the City and County of 
Denver naming as defendants Gerald H. Phipps, Inc., the Boley Electric 
Company, the Union National Bank and The First National Bank of 
Denver. The trial court granted motions of The First National Bank 
to dismiss. Thereafter, in its amended complaint, the defendant First 
National Bank of Denver was not named. The motion to dismiss of 
Gerald H. Phipps, Inc., directed to the amended complaint was granted 
in a hearing before a different judge. The plaintiff electing to stand on 
this ruling seeks review of the judgment of dismissal in this Court. 

The facts as disclosed by the complaint and the amended complaint 
show that Gerald H. Phipps, Inc., issued two checks payable to Denver 
Electric and drawn on The First National Bank of Denver. The first 
check was dated July 14, 1955 and was in the amount of $8,296.95. The 
second check was issued on August 8, 1955 and was in the amount of 
$6,679.94. It is alleged that these checks were negligently delivered by 
Phipps to the Boley Electric Company and that company endorsed and 
and deposited the checks in its own account; that Union National Bank 
credited the Boley Electric Company account in the amounts of the 
checks and that The First National Bank paid these checks notwith- 
standing neither had been endorsed by the Denver Electric Company, 
the payee. 

There is a total of 9 separate claims in the original complaint. In 
claims 1 and 2, the facts as summarized above are alleged and a demand 
is made against Boley Electric Company, Union National Bank and 
First National Bank of Denver for the proceeds of the two checks. Claims 
8 and 4 describe negligence actions against Gerald H. Phipps, Inc., 
Union National Bank and First National Bank. These are predicated on 
the alleged negligence of the parties in, first, misdelivering the two 
checks and, secondly, paying them without the endorsement of the 
payee-plaintiff. The 5th and 6th claims pursue a conversion theory 
against Boley Electric Company, Union National Bank and First National 
Bank. In claims 7 and 8 an effort is made to impose a trust upon the 
proceeds of the two checks against Boley Electric Company. Claim 
9 merely alleges an indebtedness based upon an account stated by Phipps 
for the total sum represented by the two checks. 











46 THE BANKING LAW JOURNAL 


The Honorable Joseph M. McDonald granted the motion of the First 
National Bank for dismissal and at the same time denied the like motion 
of Phipps. The amended complaint, the sufficiency of which is presented 
on this review, is substantially the same as the original complaint except 
that plaintiff apparently acceded to the dismissal of the First National 
Bank from the action by dropping it as party defendant. In any event, 
a new motion to dismiss addressed to the amended complaint was filed 
by Phipps. Hearing on this motion was before the Honorable H. Joe 
Rawlinson. At this hearing, the motion of Phipps, which attacked the 
8rd, 4th and 9th claims, was granted. 

In seeking a reversal of the judgment of dismissal as to Phipps, 
Denver Electric urges two points. 

First, that the ruling of Judge McDonald denying Phipps’ motion to 
dismiss addressed to the original complaint precluded Judge Rawlinson 
from entertaining the identical motion and arriving at a contrary con- 
clusion. 

Secondly, that (assuming that Judge Rawlinson was empowered to 
hear the motion to dismiss) the court erred in dismissing the 3rd, 4th 
and 9th claims because the allegations contained in these claims were 
valid and sufficient. 


Il. 


Did the trial court err in granting the Phipps motion to dismiss claims 
3, 4 and 9 of the amended complaint? 


Claim 3 deals with the check for $8,296.95 and claim 4 pertains to 
the $6,679.94 check. Both allege that the defendant Gerald H. Phipps, 
Inc. was negligent in delivering the checks to the defendants Robert E. 
Boley, Clyde W. Boley and the Boley Electric Company, and further 
allege that as a result of this negligence the plaintiff was damaged in 
the amount represented by the two checks and judgment was prayed in 
this amount. The 9th claim proceeds under the theory of indebtedness 
of Phipps to the plaintiff in the total amount of the two checks. Although 
the record is silent as to the reasons for the dismissal of these claims, it 
would appear from the arguments of counsel that the court acted on 
the authority of United States Portland Cement Co. v. United States 
National Bank, 61 Colo. 334, 157 P. 202, 204, L.R.A.1917A, 145. It was 
there held that the payee of a series of checks whose endorsement had 
been forged by a fraudulent agent could ratify the payment by the 
drawee bank and could maintain an action against the collecting bank, 
the U. S. National of Denver, on the theory that it had collected and 
misappropriated the proceeds of the checks and was thereby accountable 
to the plaintiff, payee, for the proceeds. In the course of that opinion 
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the Court pointed out that by ratifying this payment the plaintiff, payee, 
released the drawer and drawee of the checks. It was there said: 


“Under our former decisions we agree that the payee of a 
check cannot sue the drawee until after acceptance. We might 
also concede, if necessary, that the payment of a check upon a 
forged indorsement is not sufficient to give the payee thereof a 
right of action to compel the drawee to pay it over again to him, 
for by so doing would be to allow the act which is expressly re- 
pudiated by the payee, so far as the payment is concerned, to be 
ratified by him as an acceptance of the check but not as a payment 
of it; but such is not the case here. To the contrary the plaintiff 
seeks, as we think he has the right to do, to ratify the collection of 
the check for him; in such case he ratifies the assumed payment 
of it, and the check is then paid; the drawee bank and the maker 
thereof are both released from paying it over again; the payee 
would be estopped from making such claim. The ratification is 
not upon the acceptance alone of the check by the drawee bank, 
but upon its collection by the defendant in error bank and pay- 
ment by the drawee bank, all of which are ratified by the payee 
and the suit is then against the collecting bank as for moneys had 
and received.” 


Dismissal of the claims against First National Bank in the original 
complaint was probably based on the principle that the giving of a 
check does not assign present funds on deposit and does not create 
drawee liability to the payee unless and until it is accepted by the 
drawee, C.R.S. 53, 95-3-6. This rule was recognized in United States 
Portland Cement v. United States National Bank, supra. See also Mil- 
ler v. Northern Bank, 289 Wis. 12, 300 N.W. 758, 187 A.L.R. 870. The 
probable reason for Judge Rawlinson’s dismissal of the 8rd, 4th and 9th 
claims of the amended complaint against Phipps was the ratification 
and adoption theory as expounded in United States Portland Cement 
v. United States National Bank, supra. The rationale of the United 
States Portland Cement case is that a payee whose signature has been 
forged and whose check has been cashed without endorsement, as in 
the present case, can treat the entire transaction as a nullity (C.R.S. ’53, 
95-1-23) and may demand payment of the debt from the drawer of the 
check, his debtor. Since the check was never delivered to the payee and 
was not negotiated by him, it could not be legally binding and thus the 
debt owed by the drawer to the payee continues outstanding. The draw- 
er can demand that the drawee credit his account and the drawee in 
turn can demand that the collecting bank reimburse it. See American 
National Bank of Denver v. First National Bank, 180 Colo. 557, 277 P.2d 
951. The payee has another remedy. He can sue the collecting bank 
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directly. The legal effect of his doing this constitutes adoption and ratifi- 
cation of the collection and payment of the check (notwithstanding that 
it was not endorsed). (We consider the legal consequence of no en- 
dorsement to be the same as a forgery, at least for the present purpose. 
See American National Bank v. First National Bank, supra.) 








Did Denver Electric adopt and ratify the collection and payment of 
the check within the meaning of the United States Portland Cement 
case? A reading of the amended complaint shows clearly that this was 
the course of action adopted by Denver Electric Company. Each of 
the claims proceeds on the theory that the check was accepted and the 
proceeds were misappropriated. Paragraphs 15, 16 and 17 of the Ist 
and 2nd claims illustrate this beyond any doubt. These paragraphs read: 
















“15. That the defendants, Robert E. Boley, and Clyde W. 
Boley, at all times pertinent herein, knew or should have known 
that the title to the check described in paragraph 6 above, and title 
to the monies represented by said check was in the plaintiff and 
any sums received by Clyde W. Boley, Robert E. Boley from or 
through the Boley Electric Company on or after July 14, 1955, 
were received from monies belonging to the plaintiff. 


“16. That the defendants, Clyde W. Boley, Robert E. Boley 
and the Boley Electric Company, or any of them, still have in 
their possession monies represented by check referred to in para- 
graph 6, above, or property into which said monies have been 





























converted. 
“17. That the check referred to in paragraph 6, above, or the t 
monies represented thereby, were received by the defendants, 
* Robert E. Boley, Clyde W. Boley, the Boley Electric Company, 
and the Union National Bank, for the benefit of the plaintiff, and a 
that said sum of $8,296.95, has been retained by said defendants.” a 
t 
It can be said, therefore, that plaintiff renounced any claim predi- n 
cated on the continued existence of the debt or on the non-discharge of c 
the checks. See United States Portland Cement v. United States National a 
Bank, supra; Britton, Bills and Notes, 687, 688, 689, and the cases there is 
cited; Brannan, Negotiable Instruments Law, Sec. 28, pp. 332, 333 and B 
the cases cited. n 
Does it follow that the plaintiff has also renounced a right to claim r 
damages against Phipps, the drawer, on a theory of negligent misde- , 
livery? No cases are cited by counsel and we have been unable to dis- a 
; 






cover any authority which deals with this specific question. However, 
claims 3 and 4 proceed on the basis of ratification and adoption and to 
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that extent are consistent. The claims allege a loss resulting from the 
alleged unauthorized payment to Boley Electric Company. It is con- 
ceivable that a theory such as that found in claims 8 and 4 could be set 
up as an alternative to the demands against Union National Bank and 
Boley Electric Company. For this reason we are not disposed to hold 
that the adoption and ratification of payment and collection of the checks 
necessarily precludes Denver Electric from setting up a demand alleging 
negligence. It is our conclusion, however, that the claims are insufficient 
in law at the present time for the reason that Denver Electric does not 
demonstrate that it is now damaged. Under the United States Portland 
Cement theory, Denver Electric has a right to recover from Union Na- 
tional Bank and Boley Electric, but until such time as it fails in this 
effort it is unable to demonstrate damage which is an essential re- 
quirement of a negligence claim. See Prosser, Torts, p. 165. Another 
weakness of the negligence claims is their failure to show a breach of 
duty of Gerald H. Phipps, Inc. to plaintiff. Phipps could not anticipate 
that the checks would be collected and paid without Denver Electric’s 
endorsement, nor was it required to foresee the chain of events which 
followed issuance of the checks which were order instruments requiring 
for their validity the endorsement of the payee. Furthermore, Phipps 
should not be required to foresee that Denver Electric would abandon 
the obvious remedy of treating the checks as nullities and demanding 
repayment of the debt rather than the selection of the more difficult 
remedy against the collecting bank and the recipients. 


We conclude, therefore, that the order of dismissal of claims 3 and 
4 was correct. The order should, however, be without prejudice to 
Denver Electric to refile these claims at some future time if it is able 
to allege actual damage. 


Although claim 9 against Phipps alleges an indebtedness in the total 
amount of the checks “on an account stated”, it cannot be construed as 
an assertion of a claim arising from the original debt and as a repudia- 
tion of the checks. It is essentially an action on the checks which recites 
“according to Exhibits A and B, copies of which are hereto attached and 
made a part hereof by reference.” Thus it appears to demand relief on 
checks collection, payment and discharge of which Denver Electric has 
adopted and ratified. Since the checks are in law discharged, the claim 
is insufficient. United States Portland Cement v. United States National 
Bank, supra. Consequently this 9th claim can not be construed as alter- 
native to the other eight claims so as to require election rather than dis- 
missal. It follows that the trial court was also correct in dismissing 
this claim. 

The judgment of the trial court is ordered modified to the extent in- 
dicated above and as so modified is affirmed. 


KNAUSS and HALL, JJ., not participating. 
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Foote Adap-Table Systems Patent License 
Agreement Terminated With Patent 


In 1927 Lewis A. Foote obtained a patent for a system of 
accrual accounting known as the Foote Adap-Table System. 
By a contract entered into in 1933 called a “Special Proposal” 
Foote licensed The Manufacturers National Bank of Detroit to 
use the system. The contract also provided that any banks ab- 
sorbed by Manufacturers through merger could be licensed to 
use the system upon payment of additional fees. In 1944 the 
patent expired. In 1952 Manufacturers absorbed United Sav- 
ings Bank of Detroit and in 1955 the Industrial National Bank 
of Detroit. The patented system was applied by Manufactur- 
ers to the assets and accounts of the merged banks. Foote’s 
personal representative brought suit against Manufacturers 
claiming that she was entitled to payment because of applica- 
tion of the system to the assets of the merged banks. 


The so called “Special Proposal” was a patent license agree- 
ment, the court stated, which did not survive the expiration of 
the patent. When Manufacturers applied the system to the assets 
of the merged banks it was in the public domain and no license 
was necessary to employ it. The court reasoned that it would 
be an unreasonable construction of the license agreement to re- 
quire Manufacturers to pay for use of the system when anyone 
else is free to use it without obtaining permission of the Foote 
Adap-Table Systems Company. Starke v. The Manufacturers 
National Bank of Detroit, United States District Court, Eastern 
District, Michigan, June 26, 1959, affirmed per curiam, United 
States Court of Appeals, Sixth Circuit, October 18, 1960. The 
opinion of the District Court follows: 


THEODORE LEVIN, D.J.—Plaintiff, Ethel Foote Starke, a resident of 
California, brings this action for breach of contract against The Manu- 
facturers National Bank of Detroit. 

This action was submitted upon an agreed statement of facts of 
which the following are pertinent: 

On February 15, 1927 Letters Patent were issued to Lewis A. Foote 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 361. 
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for a System of Accrual Accounting. Subsequently The Foote Adap- 
Table Systems Company became the owner of the patent. In 1933, by 
a contract denominated a Special Proposal, The Foote Adap-Table 
Systems Company granted to defendant the right to use the patented 
system in connection with its banking operations. Paragraph 6 of the 
Special Proposal provides as follows: 


“Banks, other corporations, or parties which may hereafter be- 
come affiliated with, or absorbed by you (or you by them) through 
purchase, merger, consolidation, liquidation absorption, or other- 
wise, and which at such time are not licensed to use the System, 
shall have the right and license, or you may obtain the right and 
license, to use and apply the System to the assets and accounts 
(in original or converted form) of such affiliated or absorbed 
banks, corporations, or parties only upon the signing of a new 
contract with us on the same terms and conditions on which the 
System is then being sold by us; Provided, however, that if our 
services are not required in connection with the installation or 
application thereof, the right and license to use and apply the 
System to the assets and accounts (in original or converted form) 
of such absorbed or merged banks, corporations, or parties, may be 
obtained upon the payment to us of ten cents for each $1,000.00 
of total resources of such banks, corporations, or parties at the time 
or the merger or absorption, but not less than $500.00 as a minimum 
Rights Fee.” 


The patent expired on February 15, 1944. The defendant in 1952 
absorbed the United Savings Bank of Detroit with total resources of 
$48,266,902.77, and in 1955 the Industrial National Bank of Detroit with 
resources of $173,765,255.97. The patented system was applied by the de- 
fendant to all of its assets and accounts, including those of the merged 
banks. Plaintiff has succeeded to the rights which The Foote Adap-Table 
Systems Company may have against the defendant by reason of the 
Special Proposal executed by the company and the defendant. 

It is the contention of plaintiff that the language of Paragraph 6 
of the Special Proposal reading that “the right and license to use and 
apply the System to the assets and accounts (in original or converted 
form) of such absorbed or merged banks, corporations, or parties, may 
be obtained upon the payment to us of ten cents for each $1,000.00 of 
total resources of such banks” obligated defendant to pay plaintiff for 
the application of the system to the assets acquired from the United 
Savings Bank and the Industrial National Bank. For the failure to make 
these payments, the plaintiff brings this action for $25,000.00. 

Whether plaintiff has a cause of action depends upon the nature of 
the agreement embodied in the Special Proposal and the duration of 
defendant’s obligations under Paragraph 6 of the proposal. 

A consideration of the Special Proposal and the advertising material 
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issued by The Foote Adap-Table Systems Company with reference to 
the Adap-Table System makes it clear that the Special Proposal was 
an agreement with respect to the System of Accrual Accounting patented 
by Lewis A. Foote. Support for this conclusion is also found in the 
fact that in the absence of the protection accorded to The Foote Adap- 
Table Systems Company by the patent there would have been no reason 
for the defendant to execute the Special Proposal. 


By the terms of the Special Proposal, defendant secured permission 
to use a patented system which did not affect the monopoly of the 
patentee. “All alienations of a mere right to use the invention operate 
only as licenses.” Heaton-Peninsular Button-Fastener Co. v. Eureka 
Specialty Co., 77 F. 288, 290; see, also, DeForest Radio Telephone & 
Telegraph Co. v. Radio Corporation of America, 9 F.2d. 150. The 
Special Proposal granted to the defendant a non-exclusive license to 
use the patented system. It did not, as plaintiff contends, provide for 
the sale of a bookkeeping system. 

Parties to a licensing agreement may provide that the agreement 
shall extend beyond the life of the patent. In the absence of such 
express provision, a licensing agreement terminates with the expira- 
tion of the patent. Sproull v. Pratt & Whitney Co., 108 F. 963; Pressed 
Steel Car Co. v. Union Pac. R. Co., 270 F. 518, E. R. Squibb & Sons v. 
Chemical Foundation, Inc., 93 F.2d 475. 


Plaintiff contends that an intention to have the Special Proposal con- 
tinue beyond the expiration date of the patent may be fairly inferred 
from Paragraph 1 of the proposa! which grants to the defendant “per- 
petual, non-negotiable rights” to use the patented system. However, 
it is to Paragraph 6 and not Paragraph 1 of the proposal that we must 
look to determine the obligations imposed upon the defendant for the 
extension of the system to the additional assets acquired by the defendant. 


This paragraph provides that the defendant could obtain the right 
and license to use and apply the system to the assets and accounts of 
affiliated banks “which at such time are not licensed to use the System.” 
This language, calling for the obtaining of a license, could only have 
application to a patented system. When the defendant applied the 
system to the assets of the United Savings Bank and Industrial National 
Bank the system was in the public domain. No license was necessary 
to employ it. It would be an unreasonable construction of Paragraph 6 
to interpret it to require the defendant to obtain a license for the use 
of the system at a time when any bank or anyone else could have used 
the system without obtaining permission from The Foote Adap-Table 
Systems Company to do so. 

I find that the licensing agreement terminated with the expiration 
of the patent and therefore the defendant is not obligated to make any 
payment for applying the system to the subsequently acquired assets. 

A judgment for no cause of action will be entered. 
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Acquisition of Branch Offices by Consolidation 
Not the Establishment of a New Branch 


Old Kent Bank and Trust Company, a state member bank 
of the Federal Reserve system, was formed by the consolidation 
or merger of a predecessor state bank and a national bank. 


The Board of Governors of the Federal Reserve System dis- 
approved the bank's operation of the branches formerly operat- 
ed by the national bank on the ground that such operation 
would have an adverse effect upon competition. Section 9 
of the Federal Reserve Act provides that the approval of the 
Board of Governors of the Federal Reserve System shall be ob- 
tained before any state member bank may establish any new 
branch. 

The Circuit Court of Appeals for the District of Columbia, 
with one judge dissenting, held that the Board did not have the 
power to disapprove the proposed branch office operation. The 
acquisition of the national bank’s branch offices by the state 
bank was an incident of the merger, the court stated, which did 
not constitute the establishment of a new branch within the 
meaning of the statute. Old Kent Bank and Trust Company v. 
Martin, United States Court of Appeals, District of Columbia 
Circuit, 281 F.2d 61. The opinion of the court follows: 


EDGERTON, C.J.—Appellant is a State bank and a member of the 
Federal Reserve System. It was formed by a merger or consolidation, 
“under the charter” of a predecessor State bank and under State law, 
between that predecessor and a national bank. It proposes to operate 
branches that were operated, until the merger, by the national bank. 

Section 9 of the Federal Reserve Act, as amended, provides: “. . . Upon 
the merger or consolidation of a national bank with a State member 
bank under a State charter, the membership of the State bank in the 
Federal Reserve System shall continue. . . . The approval of the Board 
[of Governors of the Federal Reserve System] shall . . . be obtained be- 
fore any State member bank may establish any new branch... .” 66 
Stat. 633, 12 U.S.C.A. § 321 (1958 ed.). 

The Board has disapproved appellant’s operation of the branches 
formerly operated by the national bank, on the ground that this would 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition)§ 119.5. 
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have an “adverse effect . . . on competition. .. .” Appellant asked the 
District Court for a declaratory judgment that the Board’s disapproval 
is not within its statutory authority and is illegal. This appeal is from a 
summary judgment for the Board. 

We think the court erred. In our opinion the statutory word “estab- 
lish” does not include “operate after acquiring by merger”, and the 
statutory phrase “any new branch” of a State member bank does not 
include “any existing branch of a national bank that merges with a 
State member bank.” In short, we think a State bank does not “establish 
any new branch” when it retains the branches it has acquired by merger. 

The Board is not, and does not claim to be, authorized to prevent 
the merger of the two banks. It should follow, in the absence of clear 
language to the contrary, that the Board has no authority to prevent the 
incident of merger which is involved here. We find no such contrary 
language. Moreover, the Federal Reserve Act provides that 
when a_ national banking association merges or consolidates 
with a State bank under a State charter, “the resulting State 
bank shall be considered the same business and corporate entity 
as the national banking association, although as to rights, powers, and 
duties the resulting bank is a State bank.” 64 Stat. 456, 12 U.S.C.A. 
§ 214b (1952 ed.). If Congress had meant to require “the same busi- 
ness and corporate entity as the national banking association” to get the 
Board’s approval in order to continue operating the association’s branches, 
we think Congress would have said so. 

Reversed. 

WASHINGTON, Circuit Judge (dissenting). 

Section 9 of the Federal Reserve Act, 38 Stat. 259 (1913), as amended 
12 U.S.C.A. § 821, provides in pertinent part that no state bank which 
is a member of the Federal Reserve System or seeks membership there- 
in may remain in or join the System 


“except upon relinquishment of any branch or branches establish- 
ed after February 25, 1927, beyond the limits of the city, town, or 
village in which the parent bank is situated: Provided, however, 
... that the approval of the Board of Governors of the Federal Re- 
serve System, instead of the Comptroller of the Currency, shall 
be obtained before any State member bank may hereafter establish 
any branch. ...” (Emphasis supplied.) 


The thrust of the statute is prohibition: the proviso permits branch banks 
only when specifically authorized in advance by the Federal Reserve 
Board. Clearly, the approval of the Board must be obtained before the 
member bank begins to operate any branch which it had not previously 
operated. The Board has always so read the statute. It has consistently 


1 The full text of the pertinent provisions of Section 9 (Section 321 of 12 
U.S.C.A.) is as follows: 
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ruled that the statute, to be effective, must cover every means of setting up 
additional branches—including the obvious device of merging with other 
banks. Realistically, Old Kent Bank has establised new and ad- 
ditional branches by merging with Peoples National Bank. Certainly 
this must be true of the former main office of Peoples—once the head- 
quarters of an independent bank, and now a mere branch of its one-time 
competitor, Old Kent. To me it is equally true of the former branch 
offices of Peoples. I think the majority, in reaching a contrary conclusion, 
ignores not only the realities of the situation and the plain language of 
the statute, but also its historical background. 


There has long been public hostility to the extension, by means of 
branches, of a bank’s geographic area of operation. At one time branch 
banking was almost uniformly forbidden in the states of the United 
States. Many persons feared and still fear that, among other things, 
unrestrained branch operations would enable a few wealthy urban banks 
to extend their operations to a point where the independence and pros- 
perity of poorer banks doing business solely in communities remote from 
the great centers of commerce would be seriously jeopardized.2 There 


“Upon the merger or consolidation of a national bank with a State member bank 
under a State charter, the membership of the State bank in the Federal Reserve 
System shall continue. 

“Any such State bank which on February 25, 1927, has established and is 
operating a branch or branches in conformity with the State law, may retain and 
operate the same while remaining or upon becoming a stockholder of such Federal 
reserve bank; but no such State bank may retain or acquire stock in a Federal 
reserve bank except upon relinquishment of any branch or branches established after 
February 25, 1927, beyond the limits of the city, town, or village in which the 
parent bank is situated: Provided, however, That nothing herein contained shall 
prevent any State member bank from establishing and operating branches in the 
United States or any dependency or insular possession thereof or in any foreign 
country, on the same terms and conditions and subject to the same limitations and 
restrictions as are applicable to the establishment of branches by national banks 
except that the approval of the Board of Governors of the Federal Reserve System, 
instead of the Comptroller of the Currency, shall be obtained before any State 
member bank may hereafter establish any branch and before any State bank here- 
after admitted to membership may retain any branch established after February 25, 
1927, beyond the limits of the city, town, or village in which the parent bank is 
situated. The approval of the Board shall likewise be obtained before any State 
member bank may establish any new branch within the limits of any such city, town, 
or village (except within the District of Columbia).” 

The branch banking paragraph of Section 321 thus distinguishes between “any 
branch or branches established after February 25, 1927, beyond the limits of the 
city, town, or village in which the parent bank is situated” and “any new branch 
[established] within the limits of any such city, town, or village.” (Emphasis sup- 
plied.) For the purposes of this appeal, I do not believe that the distinction is 
important, and I think my colleagues mistakenly rely on the phrase “any new 
branch.” 

2 See, generally, Bradford, The Legal Status of Branch Banking in the United 
States (1940); Westerfield, Historical Survey of Branch Banking in the United 
States (1989); Annotation 186 A.L.R. 471 (1942) (collecting cases on branch 
banking); Annotation 50 A.L.R. 1840 (1927) (same); Annotation 80 A.L.R. 927 
(1924) (same). See, also, New York Times, March 25, 1960, p. 87, col. 6. 
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is no reason to believe that any particular method of adding branches— 
by merger, purchase, or internal expansion—has ever been considered 
worthy of special approbation. In fact, from the viewpoint of those 
who have opposed branching, merger is an especially pernicious threat 
to local single-unit banks since not only does a competing bank thereby 
extend the scope of its operations but it also increases the amount of its 
capital. The congressional approach to these problems has been charac- 
terized by two long-established policies: (1) that state member banks 
and national banks should be given equal treatment within the Federal 
Reserve System, and (2) that branch banking requires close control and 
regulation, in view of its far-reaching competitive consequences. 


Since 1927, Congress has sought to effect a uniform policy toward 
branch banking by all members of the Federal Reserve System. The 
branch banking paragraph was originally added to Section 9 by the 
McFadden Act of 1927, 44 Stat. 1229—fourteen years after the establish- 
ment of the Federal Reserve System. During the life of the System prior to 
1927, national banks had no authority to operate branches, and branch 
banking by state member banks existed through the sufferance of only 
a few state laws. By Section 7 of the McFadden Act of 1927, Congress 
authorized national banks to operate branches on a limited basis in those 
states which permitted branch banking and by Section 9 restricted branch 
banking by state member banks, notwithstanding that state law per- 
mitted more extensive branch operation. In amended form, Section 7 is 
now found in 12 U.S.C.A. § 36. With respect to state member banks, the 
McFadden Act changed Section 9 of the Federal Reserve Act to permit 
the continued operation of existing branches but required the “relin- 
quishment of any branch or branches established after [February 25, 
1927} beyond the limits of the city, town, or village” in which the parent 
state member bank was located. 44 Stat. 1229. In amended form the 
branch banking provisions of the Federal Reserve Act are codified in 
12 U.S.C.A. §321. Since national banks were allowed to establish branch- 
es only within the limits of the city, town, or village of the parent bank, 
all Federal and state banks in the Federal Reserve System were accorded 
substantially equal treatment under the McFadden Act. Amendments 
thereafter to Section 9 of the Federal Reserve Act purported to clarify 
the 1927 Act by making branch operations of state member banks sub- 
ject to the Board’s jurisdiction. These amendments did not define “estab- 
lish,” but gave the Board’s jurisdiction over branch operations by state 
member banks the same scope as that exercised over national banks by 
the Comptroller of the Currency under 12 U.S.C.A. §36. See §5(a) 
(b) of the Act of June 16, 1933, 48 Stat. 164; §§ 203(a), 338 of the Act 
of August 23, 1935, 49 Stat. 704. 721.8 


3 The congressional intent to make the jurisdiction of the Federal Reserve Board 
over the branches of state member banks co-extensive with the Comptroller’s au- 
thority over national bank branches is further evidenced by the fact that amend- 
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In indirectly defining the Board’s jurisdiction over branch banks under 
Section 321, 12 U.S.C.A. § 36 also gives no express definition of “establish.” 
Certainly a branch added through internal expansion comes within the 
term “establish,” and no basis exists for reaching a different result with 
respect to branches acquired by purchase or merger. Appellants con- 
cede, moreover, that under Section 36(c) the Comptroller has juris- 
diction to approve the operation of branches which national banks ac- 
quired by merger if the branches were not in operation on February 
25, 1927. This concession is well made.* The language of Sections 
36(b) and (c) supports this view by providing in pertinent part: 


“§ 36. Branch banks. 


“(b) If a State bank is after February 25, 1927, converted into 
or consolidated with a national banking association, or if two or 
more national banking associations are consolidated, such convert- 
ed or consolidated association may, with respect to any of such 
banks, retain and operate any of their branches which may have 
been in lawful operation by any bank on February 25, 1927. 


“(c) A national banking association may, with the approval of 
the Comptroller of the Currency, establish and operate new 


> 


branches .. .”. 


In the context of Section 36(b), the word “new” in subsection (c) must 
refer to the period of time after February 25, 1927, and the word “estab- 
lish” must refer to the manner of acquisition. Thus, the word “establish” 
must provide the Comptroller’s authority over acquisitions by merger 
and this word must confer the same authority on the Federal Reserve 
Board under Section 321.° 

Finally, there is no indication in the legislative history that Congress, 
when in 1950 it authorized national banks to merge into state banks for 
the first time, believed that the Federal Reserve Board would not exer- 
cise jurisdiction over branches acquired by a state member bank through 
merger with a national bank. By the Act of August 17, 1950, 64 Stat. 
455, Sections 214—214c were added to 12 U.S.C.A., and 12 U.S.C.A. 


ments to the branch banking paragraph of Section 9 of the Federal Reserve Act and 
Section 7 of the McFadden Act of 1927 were at all times enacted concurrently. 

4 See 36 Ops.Atty.Gen. 116 (1929); cf. Rushton ex rel. State Banking Com’r v. 
Michigan National Bank, 1941, 298 Mich. 417, 418, 299 N.W. 129, 130, 136 A.L.R. 
458. See, also, 37 Ops.Atty.Gen. 325 (1933). 

5.No claim is made that the jurisdiction which the Comptroller has exercised 
over merger acquisitions has ever been successfully contested and no evidence has 
been offered as to whether or not the Federal Reserve Board has approved operation 
of branches which a state bank acquires through merger with another state bank. 
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§ 321 was amended. Sections 214—214c for the first time permitted na- 
tional banks to merge into state banks. Section 321 was amended to 
recognize this new possibility and to provide for the admission or con- 
tinued membership of the resulting state bank in the Federal Reserve 
System. No changes were made in the branch banking paragraph of 
Section $21. Nor is there any indication that Congress intended to 
abandon its policy of according similar treatment to all Federal Re- 
serve members. In concluding otherwise the majority seems to assume 
that branch operations are the normal incidents of bank mergers. To 
me, acquiring and operating new branches without permission, in the 
manner here presented, is by no means a normal or inevitable incident 
of amerger. The operation of a branch bank is merely a method of doing 
business. And the transaction of merging two enterprises primarily 
creates a new aggregation of capital: it does not automatically put the 
stamp of approval upon particular methods of doing business. It cer- 
tainly cannot mean that methods of doing business previously followed 
separately by the merging enterprises are necessarily legal and proper 
when followed by the new aggregation. The whole history of the anti- 
trust laws is to the contrary. 


In prosperous times such as these, branching may appear to some 
to be an ordinary and necessary incident of a bank merger. But it is 
well to remember that many states forbid branch banking altogether. 
And in times of hardship, merger may well be aimed at averting in- 
solvency. Thus, branches may be closed instead of opened. Moreover, 
many other avantages besides branching may motivate the decision to 
merge, and one of these—the tax advantage—was in the forefront of the 
1950 amendment to our banking laws. S.Rep. No. 1104, 81st Cong., 2d 
Sess. (1950). I cannot conclude, as does the majority, that the congres- 
sional intent to open up some benefits of merger constituted an abandon- 
ment of the older congressional policy of putting special restrictions on 
branch banking, applicable equally to state and national member banks 
of the Federal Reserve System. The history of the public controversy 
over branch banking, the intent of Congress to treat all Federal Reserve 
members alike, and the past practices of the Federal Reserve Board and 
the Comptroller of the Currency convince me that the majority misreads 
the intent of Congress in finding “that the Board has no authority to 
prevent the incident of merger which is involved here.” I see no basis, 
therefore, for concluding that the 1950 amendments should be interpreted 
so as to deprive the Board of jurisdiction with respect to the newly-created 
possibility that a state bank may add branches through merger with a na- 
tional bank. I would uphold the asserted authority of the Board to dis- 
approve the branch bank acquisitions involved in the present case. 


As the majority denies all authority to the Board on the facts in this 
case, I do not need, perhaps, to enter into a full discussion of the stand- 
ards which I think the Board should apply to it. But the parties have 
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argued the matter to us, with particular reference to whether or not— 
assuming the Board has jurisdiction—it can properly apply antitrust con- 
siderations in determining the issue of approval vel non. I think it can, 
for reasons which may be briefly set out. 


Appellant urges that the only standards on which the Board may act 
are those contained in 12 U.S.C.A. § 822, which reads: 


“In acting upon such application the Board of Governors of 
the Federal Reserve System shall consider the financial condition 
of the applying bank, the general character of its management, and 
whether or not the corporate powers exercised are consistent with 
the purposes of this Act.” 


Section 322 was not a part of the original Federal Reserve Act. See 
88 Stat. 259 (1918). It was added, in 1917, in a slightly different form 
from its present one. See 40 Stat. 232 (1917). At that time, however, 
Section 9 of the Act (12 U.S.C.A. § 821) contained no restrictions on the 
operation of branches by state banks. 


The history of the branch banking amendments to the Federal Re- 
serve Act does not suggest that the Board’s criteria for approving branch 
banks were to be limited to those expressed in Section 322—if indeed 
Section 322 is in any way relevant. When the branch banking paragraph 
was added to the Federal Reserve Act in 1927, there was no need for a 
reference to standards such as Section 322 contains. The 1927 amend- 
ment conferred no discretion on the Federal Reserve Board. Existing 
branches were expressly approved; future out-of-town branches were 
forbidden, and the Section was silent on new in-town branches. Thus, 
Section 322 was not originally pertinent to the branch banking paragraph. 


Discretionary jurisdiction over out-of-town branches was first con- 
ferred on the Comptroller of the Currency in 1933 and then transferred 
to the Board in 1935. Act of June 16, 1933, 48 Stat. 189; Act of August 
23, 1935, 49 Stat. 721. Neither the 1988 nor the 1985 amendments made 
reference to any standards except to the extent that they purported to 
adopt the same standards as are applied by the Comptroller of the 
Currency in approving branches under 12 U.S.C.A. § 36. 


The only express standards specified under Section 36 of Title 12 were 
and are the standards found in state statutes. The McFadden Act pro- 
vided in pertinent part: 


“(c) A national banking association may, after the date of 
the approval of this Act, establish and operate new branches 
within the limits of the city, town, or village in which said associa- 
tion is situated if such establishment and operation are at the time 
permitted to State banks by the law of the State in question. 
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“(d) No branch shall be established after the date of the 
approval of this Act within the limits of any city, town, or village 
of which the population by the last decennial census was less than 
twenty-five thousand. No more than one such branch may be 
thus established where the population, so determined, of such 
municipal unit does not exceed fifty thousand; and not more than 
two such branches where the population does not exceed one 
hundred thousand. In any such municipal unit where the popula- 
tion exceeds one hundred thousand the determination of the num- 
ber of branches shall be within the discretion of the Comptroller 
of the Currency.” 44 Stat. 1228. 


Thus, as of 1927, the Comptroller exercised full discretion only where 
the home town of the national bank was larger than 100,000. Of course, 
in all situations it was the Comptroller’s responsibility to determine for 
himself whether or not state law was hospitable. Cf. Rushton ex rel. 
State Banking Com’r v. Michigan National Bank, 1941, 298 Mich. 417, 
299 N.W. 129. 


The discretion conferred by the McFadden Act with respect to 
branch banking in cities over 100,000 was extended in 1933 and 1935 
to permit the Comptroller to determine the appropriateness of national 
bank branches in communities of all sizes regardless of whether or not 


the national bank’s home office was located in the community. The sole 
restrictions on this discretion were, again, that state law be hospitable and 
that certain capital prerequisites and limitations on the operation of 
“seasonal agencies’ be met. Compare 48 Stat. 189 (1933); 49 Stat. 708 
(1935) with 12 U.S.C.A. § 36(c). It is to be noted that the discretionary 
authority of the Board, co-extensive with that of the Comptroller over 
national banks, was first extended to state member banks at that time. 
See 48 Stat. 164 (1933); 49 Stat. 721 (1935). The amendment to Sec- 
tion 321, enacted on July 15, 1952, 66 Stat. 633, did not alter the character 
of the discretion to be exercised by the Comptroller or the Board. 
What were the considerations relevant to the exercise of this discre- 
tion? In the various statutes which, over the years, have governed 
branch banking by members of the Federal Reserve System, Congress 
has imposed limits on the discretion of the Board and Comptroller by 
denial rather than, as in many other regulatory schemes, by express 
statement of positive factors which each authority must consider. Thus, 
under the McFadden Act capital restrictions were imposed and the 
number of branches which could be established in cities of certain sizes 
was specified. Later, Congress abandoned specification of the precise 
number of branches which could be established in communities and left 
the problem of the allowable number of branches to the unfettered dis- 
cretion of the approving authority. With respect to national banks this 
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is clearly true because national banks have no authority to operate 
branches except as expressly given by statute—by 12 U.S.C.A. § 36. 
Section 36 is primarily a grant of authority to national banks, not a 
limitation of the Comptroller’s authority. Since 12 U.S.C.A. § 321 in- 
corporates the policy of Section 36, the Board’s discretion over state 
member banks must be construed as broadly as that of the Comptroller 
of the Currency. 


In any event, it seems clear to me that Congress did intend the dis- 
cretion of the Comptroller and the Board to extend to competitive con- 
siderations. One of the historic bases of the Federal banking structure 
has been a hostility to branch banking. Economically, this hostility is 
directed, among other things, against the competitive advantage which 
banks operating branches have over unit banks (banks without branches ). 
And the specific restrictions which Section 36 has from time to time 
contained reflect this concern. To the extent that branching has been 
permitted at all in the Federal system, it has resulted as much from the 
necessity of protecting national banks from the competition offered by 
state banks permitted by state law to operate branches as from a con- 
gressional desire to assure the blessings of branch banking to commu- 
nities where that sort of banking could be useful. At a minimum, many 
of those limitations which Congress has placed on branch banking, and 
a primary reason for committing to a Federal official the authority of 
Federal Reserve System banks to operate branches, stem from con- 
gressional awareness of the anti-competitive evils which can flow from 
unrestricted branch banking.® 


The antitrust laws reflect an important aspect of congressional pol- 
icy —the preservation of competition. Courts should be reluctant to 
interfere with an implementation of that policy by regulatory agencies, 
absent some clear intimation from Congress that a particular sort of 
business—or way of doing business—is to be exempted. “The fact that 
a policy against monopoly has been made the subject of criminal sanc- 
tion by Congress as to certain activities does not preclude an adminis- 
trative agency charged with furthering the public interest from holding 
the general policy of Congress to be applicable to questions arising in 
the proper discharge of its duties.” Mansfield Journal Co. v. Federal 
Communications Commission, 1950, 86 U.S.App.D.C. 102, at page 107, 
180 F.2d 28, at page 38. 


6 See, generally, the authorities cited in note 2, above. 
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Note Not Usurious if Valid 
Under Law of Place of Payment 


Crylon Steel Company borrowed $50,000 from Rudo Globus 
and executed and delivered to Globus a promissory note to his 
order in that amount. At about the same time Globus, a citi- 
zen of New York, borrowed $50,000 from Commercial Invest- 
ment Corporation upon his note to the order of C.I.C. in that 
amount, which note bore interest at the rate of 8%. Globus 
then endorsed the Crylon note held by him to C.I.C. in a sham 
transaction as security for his loan from C.1.C. for the purpose 
of deceiving a “governmental authority’ which was investiga- 
ting C.I.C. Globus alleged that the note was to be returned to 
him after the investigation was over. 

When the Crylon note became due both C.1I.C. and Globus 
demanded payment of Crylon. Crylon commenced a federal 
interpleader action and paid the money into court. The court 
rejected Globus’ claim that his note to C.I.C. was void and un- 
enforceable under the law of New York as being usurious. It 
held that a transaction may not be attacked as usurious if it is 
valid under the law of any jurisdiction having appropriate “con- 
tacts” with it. In Alabama, where thé note was payable, in- 
terest at 8% is not usurious. The court stated that the place of 
payment is an appropriate contact and sustained the validity of 
the Globus note to C.I.C. 

The court also refused to decree the return of the Crylon 
note to Globus. “Where, as here”, the court stated, “a trans- 
action is a fraud upon the public and is contrary to public policy 
and the principles of decent moral conduct, the courts will leave 
the parties where it finds them”. Crylon Steel Company v. 
Globus, United States District Court, $.D. New York, 185 F. 
Supp. 757. The opinion of the court follows: 


FREDERICK van PELT BRYAN, D.J.—This is an interpleader action 
brought under 28 U.S.C. §§ 1335, 1397 and 2361. Plaintiff Crylon Steel 
Company (Crylon) is a New Jersey corporation. Defendant Commer- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition)§ 1589. 
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cial Investment Corporation (C.I.C.) is a Delaware corporation. De- 
fendant Rudo S. Globus, doing business as The Globus Company (Globus) 
is a citizen of New York. Answers have been filed by both defendants 
containing counterclaims against plaintiff and crossclaims against one 
another. : 

Defendant C.I.C. now moves for summary judgment, pursuant to 
Rule 56, F.R.Civ.P., 28 U.S.C., to recover from plaintiff Crylon $50,100 
deposited by Crylon with the clerk of the court, and for judgment on one 
of its cross-claims against Globus for the sum of $50,000, plus interest 
at 8%. 

The facts are as follows: 

The Crylon complaint alleges, in brief, that Crylon borrowed $50,000 
from Globus on its simple negotiable note to his order in this amount 
which became due on February 10, 1960. At about the same time Globus 
borrowed $50,000 from C.I.C. upon his note to the order of C.I.C. Some 
time thereafter, on C.I.C.’s demand, Globus endorsed the Crylon note 
to C.I.C. as security for the C.I.C. loan to him. When the Crylon note 
became due C.I.C. demanded that Crylon pay the amount due to it. 
Globus, on the other hand, represented to plaintiff that C.I.C. had no 
legal right to possession of the Crylon note or to collect its proceeds, 
demanded that Crylon pay the amount due to him, and threatened suit 
against Crylon for the amount due in the event plaintiff honored the note 
in the hands of C.LC. 

Faced with these conflicting and mutually exclusive demands Crylon 
brought this action of interpleader and has paid the sum of $50,000 due 
on its note, plus accrued interest of $100, into the registry of this court. 

The Globus answer admits that Crylon borrowed $50,000 from him, 
that he borrowed $50,000 from C.I.C., and that he endorsed and de- 
livered the Crylon note to C.I.C. However, he denies that the Crylon 
note is payable to C.I.C. and asserts that it is payable to him and that 
he has demanded payment from Crylon. 

In a counterclaim against the plaintiff and a cross-claim against C.I.C. 
Globus alleges that he endorsed and delivered the Crylon note to C.I.C. 
without consideration because C.I.C. was being investigated “by certain 
governmental authorities” and since his note to C.I.C. was not secured 
C.I.C. asked him for the Crylon note as purported security for its loan 
to him. This transaction was merely a sham designed to last only until 
the governmental investigation was complete. He alleges that C.I.C. 
falsely represented to him that in two weeks’ time, after completion of 
the investigation, the Crylon note would be returned to him but has 
refused to return it. 

As to his own indebtedness to C.I.C. Globus claims that the trans- 
action is usurious under New York law since interest is payable at 8% 
instead of the maximum of 6% permitted in this state, and that the 
note is therefore unenforcible. He seeks judgment for the $50,100 
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deposited by Crylon with the court and an adjudication that his note to 
C.I.C. is void and unenforcible. 

The C.I.C. answer contains a number of separate defenses and coun- 
terclaims, only one of which is pertinent on this motion. A counterclaim 
against plaintiff and cross-claim against Globus alleges in substance the 
respective loans from Globus to Crylon and from C.1.C. to Globus and 
the endorsement and delivery of the Crylon note by Globus to C.I.C. as 
security for the Globus note. It alleges that the Globus note is payable 
in Alabama and is valid and legal under the laws of that State and that 
it is presently due and payable. 

It seeks judgment against Crylon for the amount deposited with the 
clerk in discharge of the Crylon note and against Globus for the amount 
of the Globus note with interest. 

It is upon this counterclaim and cross-claim that C.I.C. seeks sum- 


mary judgment. 

Two questions are involved. 

One relates to the claim of Globus that his note to C.I.C. is usurious 
and unenforcible under the law of New York. It appears from a copy 
of the Globus note annexed to the answer of C.1.C. that it was payable 
at the principal office of C.I.C. in Mobile, Alabama. This is supported 
by the moving affidavit and Globus does not attempt to deny that this 
is so or to support the unsworn allegation in his answer that the note is 
payable in New York. There is no genuine issue of fact on the place 
of payment of the Globus note. 


In Alabama a written note may bear interest at 8% per annum and 
such a rate is not usurious. Alabama Code (1940) Title 9, § 60; Black- 
ford v. Commercial Credit Corp., 5 Cir., 263 F.2d 97, 112. The obli- 
gation for principal and interest on such a note is enforcible under Ala- 
bama law. 

In this federal interpleader action the conflicts of law rules of the 
forum apply, in this case New York. Griffin v. McCoach, 313 U.S. 498, 
61 S.Ct.1023, 85 L.Ed. 1481. 

The New York law is in accord with the general rule that a trans- 
action may not be attacked as usurious if it is valid under the law of any 
jurisdiction having appropriate contacts with it. The place of pay- 
ment of a note is such an appropriate contact. Jewell v. Wright, 30 N.Y. 
259; Dickinson v. Edwards, 77 N.Y. 573. No later cases questioning this 
rule have been called to my attention nor have I found any.? 


1 The C.I1.C. affidavit that Alabama is C.I.C.’s principal place of business stands 
unchallenged. Globus in his answer alleges that C.I.C. does business in New York 
but this is contradicted by another allegation of the same answer that a prior suit 
by Globus to recover the Crylon note from C.I.C. was dismissed on the ground that 
C.I.C. was not present in New York. 

2 Auten v. Auten, 308 N.Y. 155, 124 N.E.2d 99, 101, 50 A.L.R.2d 246, which 
adopts the “center of gravity” approach to contracts conflict questions does not dis- 
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Since the Globus note was payable in Alabama and was valid under 
Alabama law there is no merit in the contention that it was usurious or 
unenforcible. 


The second question relates to the claim of Globus that he is entitled 
to payment of the Crylon note which is presently in the hands of C.1.C. 


In support of this claim Globus alleges in his answer* that he en- 
dorsed the Crylon note and delivered it to C.I.C. with the express pur- 
pose of deceiving a “governmental authority” which was investigating 
C.I.C. and making it believe that C.I.C. held security for its loan to 
Globus.* Globus seeks the aid of this court to have the Crylon note re- 
turned to him and his endorsement to C.I.C. cancelled. 


It is clear that, in New York, Globus’ claim is of an equitable nature. 
Rollin v. Grand Store Fixture Co., 231 App.Div. 47, 246 N.Y.S. 371. It 
is a cardinal principle of equity that one who is in pari delicto in what 
amounts to a fraud on the public may not seek recovery of property 
from the other participant in the fraud. Union Exchange National Bank 
of New York v. Joseph, 231 N.Y. 250, 131 N.E. 905, 17 A.L.R. 323; Cush- 
ing v. Hughes, 119 Misc. 39, 195 N.Y.S. 200; Rudnick v. Vassar, Sup., 
43 N.Y.S.2d 542; Cf. Schermerhorn v. De Chambrun, 2 Cir., 64 F. 195. 


On its face the bald allegation in the Globus answer that he was a 
participant in a scheme by C.I.C. to deceive governmental authorities 


can only mean that he had a deliberate purpose to aid in and was in 
pari delicto with an attempt by C.I.C. to violate state or federal laws 
designed to protect the public. Under such circumstances Globus may 
not have the aid of a court of equity to recover the Crylon note from 
C.1.C. or to cancel his endorsement. 


Where, as here, a transaction is a fraud upon the public and is con- 
trary to public policy and the principles of decent and moral conduct, 
the courts will leave the parties where it finds them. “If such a contract 
be executory, it will refuse to enforce the contract; if executed, it will 
refuse to disturb the result.” Flegenheimer v. Brogan, 259 App.Div. 
347, 19 N.Y.S.2d 343, 345, affirmed 284 N.Y. 268, 30 N.E.2d 591, 132 
A.L.R. 618. See, also, Rutkin v. Reinfeld, 2 Cir., 229 F.2d 248. 


turb the rule. The overwhelming weight of authority views usury as a special con- 
flicts problem and will apply any appropriate law which would sustain the transac- 
tion. Fahs v. Martin, 5 Cir., 224 F.2d 387, 397. See Seeman v. Philadelphia Warehouse 
Co., 274 U.S. 403, 47 S.Ct. 626, 71 L.Ed. 1123. Even were I to regard the question 
open in New York I would follow the Seeman case. 

3 Globus carefully refrains from repeating such allegations in his affidavit on this 
motion and contents himself with the statement that his attorney advises him that 
C.I.C. must disprove the allegations of his answer. 

4In fairness it should be noted that C.I.C. is now under new and different 


management. 
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Thus, even accepting the allegations of the Globus answer as true it 
appears from its face that Globus has no enforcible claim against C.I.C. 
for the return of the Crylon note and no right to payment of the note 
from Crylon. 


With these two questions determined the resolution of the problems 
presented by the motion for summary judgment and the fashioning of a 
decree which finally settles the rights of all three parties become rela- 
tively simple. 


The allegations of Globus as to the delivery of the Crylon note to 
C.1.C. do not bar recovery by C.I.C. against Crylon and, indeed, Crylon 
does not seek to avail itself of them. C.I.C., as the holder of the Crylon 
note, is entitled to judgment against Crylon for the sum of $50,100, 
the amount paid by Crylon into the registry of the court in discharge 
of its note obligation. 


However, C.1.C. concededly holds the Crylon note only as security 
for the unpaid Globus note. The payment of the Crylon note to C.L.C. 
reduces the obligation of Globus to C.L.C.’s note by the amount re- 
ceived from Crylon. 


Except to the extent of such reduction of his obligation to C.I.C. 
Globus has no defense to the cross-claim of C.I.C. on his valid and en- 
forcible note to C.L.C.’s order. Thus C.LC. is entitled to judgment 


against Globus upon its cross-claim for the amount of the Globus note, 
plus unpaid interest thereon from July 1, 1959, less the sum of $50,100 
to be received trom Crylon by way of payment of security. 


The decree should further provide that the clerk of the court will be 
directed to pay the sum deposited by Crylon to C.I.C. and that upon 
such payment Crylon will be discharged from this suit and from all obli- 
gations upon such note either to C.I.C. or to Globus. C.I.C. will have 
judgment against Globus for the balance remaining due for interest and 
it will be provided that the Globus note shall be discharged upon pay- 
ment of such judgment. 


It may be noted that this is in essence the same result as would 
have been reached had Globus been entitled to the return of the Crylon 
note by C.1.C. since his usury defense to the claim of C.I.C. on his own 
note is without merit. 


It should further be noted that C.I.C. has agreed to abandon all other 
cross-claims and counterclaims contained in its answer if its motion for 
summary judgment is granted, and that in such event Crylon has also 
agreed to waive the claim in its complaint for costs and attorney’s fees. 
The decree will contain appropriate provisions disposing of such matters. 


Settle decree on ten days notice. 
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Bank Liable for Making Payment to Wrong Person 


Samuel Schupper, a depositor of Chase Manhattan Bank, 
sold goods to a buyer in the Netherlands. The buyer and an 
agent of Samuel Schupper in the Netherlands directed a Rotter- 
dam bank to effect payment of the sum of $8,246.75 to Samuel 
Schupper at the Chase Bank in New York. The written instruc- 
tions from the Rotterdam bank to Chase directed payment in 
that amount “In favour of Messrs. S. Schupper, New York”. 
Chase found no account in the name of “Messrs. S. Schupper” 
although it had an account in the name of “Samuel Schupper”. 
Finding the name “S. Schupper” in a New York telephone book 
and after a telephone conversation with “S. Schupper” (who was 
a different person than Samuel Schupper) Chase made out a 
check to the order of “Messrs. S. Schupper” and mailed it to “S. 
Schupper”. The check was thereafter paid. Upon discovery of 
the mistake Chase charged the check to the account of Samuel 
Schupper. 


Samuel Schupper’s assignee brought suit against Chase 
claiming reimbursement and was successful. The court held it to 
have been improper in the circumstances for Chase to have paid 
S. Schupper the amount due Samuel Schupper. Although Samuel 
Schupper’s agent in Rotterdam may have been negligent in 
sending vague instructions to Chase, nevertheless Chase had 
the last clear chance to avoid payment to the wrong party. The 
court stated that Chase was negligent in failing to find Samuel 
Schupper among its depositors, in paying out the money at 
once instead of holding it, in not making reasonably certain 
that it was S. Schupper who was the intended payee, and in not 
seeking further instructions from the sender. Thurm v. Sidney 
Schupper, Supreme Court, New York County, 204 N.Y.Supp.2d 
537. The opinion of the court follows: 


MATTHEW M. LEVY, J.—A judgment, as yet unpaid, has hereto- 
fore been duly entered in the plaintiff's favor and against the defendant 
Sidney Schupper, sometimes hereinafter referred to as Sidney S. Schup- 
per. The plaintiff now moves before me, pursuant to rule 113 of the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 1208. 
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Rules of Civil Practice, that summary judgment be awarded him against 
the defendant Chase Manhattan Bank. The facts of the case, as dis- 
closed in the papers, are as follows: 


The plaintiff is the agent in New York of one Samuel Schupper of 
Chile. He brings this action as the assignee of Samuel Schupper and 
also of one Carl Wolf of The Netherlands. Samuel Schupper maintain- 
ed an account in his name, “Samuel Schupper”’, of Santiago de Chile, 
at the defendant Chase Bank in New York. This was a regular cur- 
rent United States dollar account at the international department of the 
head office of the bank. In February, 1956 Samuel Schupper in Chile 
shipped certain merchandise to Wolf in The Netherlands. Wolf and 
one A. Rottenberg (the latter an agent in England of Samuel Schupper) 
directed a Rotterdam bank to effect payment of the sum of $8,246.75 to 
Samuel Schupper at the Chase Bank in New York. On or about March 
20, 1956, the Rotterdam bank directed the Chase Bank in New York to 
effect payment in accordance with the following written instructions: 


“Amount To In Favour of By Order of 


$8,246.75 
messrs. S. Mr. Carl Wolf, 
Schupper, Driebergen” 
New York 


When these instructions were received at the Chase Bank on March 23, 
1956, a search was made by it on that day for “Messrs. S. Schupper” in 
its record files, in which are contained listings of all of its accounts. No 
such account was found, although a card for “Samuel Schupper” was 
there. As the bank official stated on his examination before trial, this 
particular case then went to the “trouble clerk” “because it was a little 
irregular”, in that no address was given for the beneficiary of the instruc- 
tions. This employee then looked into the Manhattan telephone directory 
and found the name of “S. Schupper”, 16 Bridge Arch, New York, the 
only “S. Schupper” listed in the telephone book. The bank had no ac- 
count with such Schupper. After a telephone conversation with Sidney 
S. Schupper’s secretary and then with Sidney S. Schupper, the bank, on 
that same day, March 23rd, made out a check for the amount to the 
order of “Messrs. S. Schupper”, and, on March 24th, sent it to Sidney 
S. Schupper at his business address as given in the telephone book. Sid- 
ney S. Schupper received the check, endorsed it “S. Schupper” and “Sid- 
ney S. Schupper” and the check cleared the banks in routine fashion. 
The defendant Sidney Schupper received the proceeds thereof. Notice 
of alleged compliance with the instructions received by it was subsequent- 
ly forwarded by the Chase Bank to The Netherlands, whereupon a cable 
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was sent to the Chase Bank on April 23, 1956, that “Payment Should Be 
Effected to Schupper Santiago de Chile Foreign Account Obtain Re- 
fund.” This second instruction was not carried out. The payment as 
actually made was eventually charged by the Chase Bank against the 
account of Samuel Schupper maintained in the Chase Bank, and, as I 
have said, the claim for reimbursement has been assigned to the plain- 
tiff who has brought this action to recover from the Chase Bank the 
amount thus charged. 

There is no dispute as to the essential facts. On these facts, the plain- 
tiff sues on four causes of action against the Chase Bank: (1) That Sam- 
uel Schupper, the plaintiff's assignor, was a third-party beneficiary of a 
contract between the Chase Bank and the Rotterdam bank; (2) that the 
Chase Bank, upon receiving the order from the Rotterdam bank, was 
deemed to have made a deposit to the account of Samuel Schupper, the 
plaintiff's assignor; (3) that the Chase Bank was negligent in the per- 
formance of its contract, in that the Chase Bank breached its duty owed 
to its depositor (Samuel Schupper) in paying out funds intended for him 
and in not depositing these funds to the account of the depositor, or, at 
least, in not inquiring of the Rotterdam bank as to the proper disposition 
of the funds before paying the money out; and (4) that the Rotterdam 
bank was, to the knowledge of the Chase Bank, acting as the agent of 
Wolf, that the Chase Bank owed a duty to ascertain the person to whom 
the funds should be paid, and that the Chase Bank negligently paid out 
the funds to Sidney Schupper. Although stated in several different theo- 
ries, the plaintiff's claim for relief is based upon the legal propriety, in 
the circumstances, of the Chase Bank’s payment to Sidney Schupper 
of an amount due to Samuel Schupper. 


Normally, a bank is liable for payment to the wrong party irrespec- 
tive of fault on its part (Graves v. American Exchange Bank, 17 N.Y. 
205; Strang v. Westchester County National Bank, 235 N.Y. 68, 70, 
138 N.E. 739, 740). Sidney Schupper did not endorse the check 
“Messrs. S. Schupper”. He endorsed it “S. Schupper” and then his full 
name “Sidney S. Schupper”. Sidney Schupper’s endorsement may have 
been a forgery, for one may commit a forgery by use of his own name if 
that name is used with intent to deceive (International Union Bank v. 
National Surety Company, 245 N.Y. 368, 373, 157 N.E. 269, 271, 52 
A.L.R. 1375). But the forging of the endorsement, if that it were, 
would not relieve the Chase Bank of liability (Strang v. Westchester 
County National Bank, supra; Negotiable Instruments Law, § 42). 

The bank may relieve itself of liability by establishing that the 
sender or depositor had been guilty of negligence in regard to the pay- 
ment in question, and that it was solely by reason of such negligence that 
the payment was made (Thomson v. New York Trust Co., 293 N.Y. 58, 
68, 56 N.E.2d 32, 35, Frederic A. Potts & Co. Inc. v. Lafayette Nation- 
al Bank of Brooklyn, 269 N.Y. 181, 187-188, 199 N.E. 50, 52, 103 
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A.L.R. 1142). The only act of the depositor which is claimed by the 
Chase Bank as negligence is the fact that, when his agent in Rotterdam 
cabled the defendant bank to make payment “in favour of messrs. S. 
Schupper, New York”, the instruction was not as specific as it might be, 
since the party recipient intended was Samuel Schupper, Santiago de 
Chile, a depositor in the Chase Bank. I am of the opinion that such an 
instruction is not necessarily negligent. But, assuming that I cannot, as a 
matter of law, say that the the giving of such a direction by the sender was 
not negligence as being the proximate cause of the error in payment, 
nevertheless, if it were negligence as a matter of law or fact, the defend- 
ant bank is still faced with the problem of whether or not, by virtue 
of its conduct, it should not be held liable to its depositor. 


In my view, it should. It had the “last clear chance” to avoid a pay- 
ment to the wrong party. Indeed, the defendant bank owed a duty to 
pay to the proper payee—“Messrs. S. Schupper, New York’—and the 
bank is liable, regardless of lack of fault, if it pays to a different person, 
even to one having the same name as the intended payee (Cohen v. Lin- 
coln Savings Bank of Brooklyn, 275 N.Y. 399, 10 N.E.2d 457, 112 
A.L.R. 1424; Graves v. American Exchange Bank, 17 N.Y. 205, supra; 
American Surety Company of New York v. Empire Trust Co., 262 
N.Y. 181, 186 N.E. 436). As stated in Myers v. Brown, 142 App.Div. 
658, 664, 127 N.Y.S. 374, 378, affirmed 206 N.Y. 718, 100 N.E. 1130, 
“the paying bank is required to satisfactorily identify the payee”. And it 
was held in Stella Flour & Feed Corporation v. National City Bank 
of New York, 285 App.Div. 182, 184, 136 N.Y.S.2d 139, 142, affirmed 
308 N.Y. 1023, 127 N.E.2d 864, that a bank is to be held to a “high 
standard of contractual responsibility” to its depositor. In Gutfreund 
v. East River National Bank, 251 N.Y. 58, at page 65, 167 N.E. 171, at 
page 173, 64 A.L.R. 1103, the court discussed the leading case of Young 
v. Grote, ({1827] 4 Bing. 253), and stated: “We reach the conclusion 
that the plaintiffs may have been negligent in drawing the checks, but 
that their negligence was not the cause of the failure of duty on the part 
of the bank in paying the money to Hunold without proper identification 
of the payees and of their purported signatures.” 

The bank in the case at bar must show, not only that the depositor was 
careless, but that it was itself free from any subsequent negligence in 
regard to this transaction (Prudential Insurance Co. of America v. Na- 
tional Bank of Commerce in New York, 227 N.Y. 510, 523, 125 N.E. 
824, 829, 15 A.L.R. 146). It is hardly arguable, so as to raise a triable 
issue, that—while the original direction may not have been specific, nor 
altogether clear in pointing out that the Schupper involved had an ac- 
count at the bank which was a foreign account—this possible careless- 
ness on the part of the sender is to be regarded as the proximate cause 
of the payment, when the defendant’s gross negligence intervened to 
cause such immediate payment to a total stranger without adequate iden- 
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tification, when such recipient was selected by the bank on the odd basis 
of a telephone book examination and upon the kind of investigation it 
here conducted. The claimed ambiguity in the sender's instructions 
does not give the bank carte blanche to pay anyone who might be named 
“S. Schupper”. If the directions were too indefinite to permit adequate 
identification of the specific payee, the bank clearly owed the sender a 
duty to seek clarification, rather than to proceed as it did. 


It should be noted that the original direction received by the bank 
from The Netherlands on March 23, 1956 required that the specified 
amount be paid not “to” a designated person in the blank provided on the 
printed order, but rather “in favour” of the designated person as indicat- 
ed in the next blank provided on the form. I would be inclined to say, in 
agreement with the plaintiff, that that was a direction that payment was 
not to be made to Schupper but was to be credited to his account—and 
thus a clear indication that the Schupper to be communicated with, the 
Schupper who was the intended beneficiary of the direction, was the one 
who had an account in the Chase Bank. But, assuming (as I have found 
in some lexicons) that it is not clear whether “in favour of” means “de- 
posit to the account of” or “pay to” (cf. Law Dictionary, Ballentine, 
p. 491 and Stroud’s Judicial Dictionary, p. 704) that does not aid the 
defendant. For, in the case at bar, it is evident that the Chase Bank was 
negligent in four separate ways: (1) in failing to find Samuel Schupper 
among its depositors; (2) in paying out the money at once instead of 
holding it; (3) in not making reasonably certain that it was Sidney 
Schupper who was the intended payee; and (4) in not seeking further 
instructions from the sender. The point now being discussed affects 
only the second of the bank’s four negligent acts or omissions. The am- 
biguity, if any, in that respect is, therefore, not determinative of this ap- 
plication. I must conclude, in my search for the existence of a triable 
issue, that what the Rotterdam bank did in its original direction may not 
be regarded as a contributing factor to the result, but rather that the 
result was the fault of the defendant. 

The sender’s later notice to the Chase Bank is urged upon me by it as 
an estoppel! of the plaintiff or admission of negligence. I do not agree. 
In making its claim of estoppel, the defendant bank relies upon the cases 
of Thomson v. New York Trust Co., supra; Frederic A. Potts & Co., 
Inc. v. Lafayette National Bank of Brooklyn, supra; Prudential Insur- 
ance Co. of America v. National Bank of Commerce, supra; and Mor- 
gan v. United States Mortgage & Trust Co., 208 N.Y. 218, 101 N.E. 
871, L.R.A.,1915D, 741. None of them is in point on this issue; all 
of them deal with acts of depositors prejudicial to the banks that were 
antecedent to the erroneous payments made by the banks. And, I see 
no merit in the contention that there was an admission of negligence in 
the sender’s later instructions that payment should be effected to “Schup- 
per, Santiago de Chile Foreign Account”, and that a refund should be 
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obtained from Sidney Schupper. The bare statement of the subsequent 
directive negatives the claim of admission. Indeed, that is recognized 
by the official of the defendant bank whose affidavit is submitted in oppo- 
sition to the present motion, for he states flatly that the telegram of April 
23rd “contained new and different instructions”. 

There is no substantial dispute as to the facts. There is no triable 
issue. The defendant bank’s redress is against its codefendants. The 
plaintiff is entitled to judgment as against the defendant bank. The 
present motion is granted, and an order to that effect has been signed 
and entered, which order provides also for the severance of the action 
in respect of the remaining defendants. 


Small Business Administration Loan 
Entitled to Priority on Bankruptcy 


The Small Business Administration was created by the 
Small Business Act of 1953 to aid the interest of small business 
concerns. Among its powers was that of lending money to 
small businesses either alone or in conjunction with private 
lenders. 

The Supreme Court of the United States recently considered 
a case involving the relationship between the Small Business 
Act and Section 3466 of the Revised Statutes which establishes 
a general priority for debts due the United States. 

A small business borrowed $20,000, $5,000 coming from a 
private bank and $15,000 from the Administration. A short 
time later an involuntary petition in bankruptcy was filed 
against the small business concern. The Administration filed a 
claim for $16,355, the amount then due on the loan including 
interest and asserted priority for its 75% interest in the debt. 


The Court was presented with the question whether the 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 145. 
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Administration's interest in the unpaid balance of the loan was 
entitled to the priority for debts due the United States even 
though the Administration had agreed to share any money col- 
lected on the loan with the bank. 

In an opinion by Justice Black the Supreme Court refused 
to accept the argument that the Administration had forfeited its 
claim to priority and stated that the agreement between the 
Administration and the bank well serves the purposes of the 
Act. While the allowance of the claimed priority placed the 
bank, a private unsecured creditor, in a better position than other 
private unsecured creditors, the court stated that the bank's 
position was not the result of any inequality in the bankruptcy 
distribution but of the bank's valid contract with the Administra- 
tion. Small Business Administration v. McClellan, Supreme 
Court of the United States, December 5, 1960. The opinion 
of the court follows: 


The Small Business Act of 1953! created the Small Business Ad- 
ministration to “aid, counsel, assist, and protect insofar as is possible 
the interests of small-business concerns in order to preserve free com- 
petitive enterprise . . . and to maintain and strengthen the overall econo- 
my of the Nation.” The Administration was given extraordinarily broad 
powers to accomplish these important objectives, including that of lend- 
ing money to small businesses whenever they could not get necessary 
loans on reasonable terms from private lenders.? When a part, but 
not all, of a necessary loan can be obtained from a bank or other private 
lender, the Administration is empowered to join that private lender in 
making the loan.* The basic question this case presents is whether, when 
the Administration has joined a private bank in a loan and the borrower 
becomes a bankrupt, the Administration’s interest in the unpaid balance 
of the loan is entitled to the priority provided for “debts due to the 
United States” in R. S. § 3466 and § 64 of the Bankruptcy Act,® even 
though the Administration has agreed to share any money collected on 
the loan with the private bank. 

That question arises out of a joint bank-Administration loan of $20,000 
to a small business, $5,000 of the loan having come from the funds of 


1 67 Stat. 232, as amended, 15 U.S.C. §§ 631-651. 

2 67 Stat. 232. 

3 67 Stat. 235-236. 

4 Ibid. 

5R. S. § 3466, 31 U.S.C. § 191, establishes a general priority for debts due to 
the United States. Section 64 of the Bankruptcy Act, as amended, 11 U.S.C. § 104, 
provides that in bankruptcy cases, the priority so established should come fifth in the 
order of preferred creditors. 
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the bank and $15,000 from the Government Treasury. Nine months 
later, an involuntary petition in bankruptcy was filed against the bor- 
rower by other creditors. The Administration appeared in the proceed- 
ings upon that petition, filed a claim for $16,355.69, the amount then 
due on the loan, including interest, and asserted priority for its claim 
to the extent of $12,266.75, its 75 per cent interest in the debt. After a 
hearing, the referee in bankruptcy denied priority on the ground that 
the Administration is a “legal entity” and therefore not entitled to the 
“privileges and immunities of the United States.” The District Court, 
on review, rejected the ground upon which the referee had relied but 
concluded that since the bankrupt’s note evidencing the loan was not 
assigned by the bank to the Administration until after the commencement 
of bankruptcy proceedings, the debt is not entitled to priority. The 
Court of Appeals affirmed on a third ground—that the Administration, 
having contracted to pay the participating private bank one-fourth of 
any distribution received, could not assert its priority and thus permit a 
private party to benefit from a priority which, under R. S. § 3466 and 
the Bankruptcy Act, belongs to the Government alone.? We granted 
certiorari to consider the Government’s contention that the denial of 
priority to the Small Business Administration handicaps that agency in 
the effective performance of the duties imposed upon it by Congress.® 


First. It is contended that the referee was correct in holding that the 
Small Business Administration is a separate legal entity and therefore 
not entitled to governmental priority in a bankruptcy proceeding. The 
contention rests upon a supposed analogy between this case and Sloan 
Shipyards Corp. v. United States Fleet Corporation,® and Reconstruction 
Finance Corp. v. Menihan Corp., in which cases this Court refused 
to treat the corporate governmental agencies involved as the United 
States. Neither of those cases, however, is controlling here. The agency 
involved in Sloan Shipyards, the Fleet Corporation, was organized under 
the laws of the District of Columbia pursuant to authority of an Act of 
Congress which “contemplated a corporation in which private persons 
might be stockholders.”*4_ This fact alone is enough to distinguish the 
Fleet Corporation from the Small Business Administration which as was 
contemplated from the beginning, gets all of its money from the Govern- 
ment Treasury. Our decision in the Reconstruction Finance Corp. case 
is equally inapplicable for that case involved only the question of whether 
the Reconstruction Finance Corporation, having been endowed by 
Congress with the capacity to sue and be sued, could be assessed costs in 


6168 F. Supp. 483. 
7272 F.2d 148. 
8 862 U.S. 947. 
9 258 U.S. 549. 
10 312 U.S. 81. 
11 258 U.S., at 565. 
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connection with a suit it brought. The holding that such costs could 
be assessed would not support a holding that the Small Business Ad- 
ministration is not the United States for the purpose of bankruptcy 
priority. Thus neither of these cases requires us to hold that the Small 
Business Administration, an agency created to lend the money of the 
United States, is not entitled to all the priority that must be accord- 
ed to the United States when the time comes to collect that money. 
Under like circumstances we refused to deny priority for debts due to the 
Farm Credit Administration in United States v. Remund.“ As was said 
there of the Farm Credit Administration, the Small Business Administra- 
tion is “an integral part of the governmental mechanism” ** created to 
accomplish what Congress deemed to be of national importance. And 
it, like the Farm Credit Administration is entitled to the priority of the 
United States in collecting loans made by it out of government funds. 


Second. Respondent contends, as the District Court held, that the 
Small Business Administration’s assertion of priority is precluded by our 
holding in United States v. Marxen* that priority attaches only to those 
debts owing to the United States on the date of the commencement of 
bankruptcy proceedings and not to debts that come into existence after 
that date. But this requirement of the Marxen case is fully met 
here by virtue of the fact that the debt due the Administra- 
tion arises out of the loan made jointly by the bank and the 
United States nine months prior to the petition in bankruptcy. Since 
beneficial ownership of the three-fourths of the debt for which priority 
is asserted belonged to the Administration from the date of the loan, 
it is immaterial that formal assignment of the note evidencing the debt 
was not made by the bank until after the filing of the petition. 


Third. The Court of Appeals held, and the contention is reiterated 
here, that the Administration forfeited any right it might otherwise have 
had to priority by agreeing to turn over to the bank one-fourth of any 
distribution obtained because of its priority. By this arrangement, it 
is urged, the Administration is attempting “to give priority to a claim 


12 The proper scope of that holding was recognized by Congress itself when, 
several years later, the Reconstruction Finance Corporation Act was amended ex- 
pressly to deny the Corporation a right of priority except with respect to debts arising 
out of its wartime activities. Act of May 25, 1948, 62 Stat. 261. That the assump- 
tion underlying this amendment was that the Corporation would otherwise have had 
priority for all debts due to it is clear from the discussion of the purpose of the 
amendment in the Senate. Senator Buck stated that purpose as follows: “The com- 
mittee believes that RFC should not have such priority with respect to debts arising 
from its normal lending activities. A provision has been included in this section 
which will eliminate that priority except with respect to debts arising under the 
specific war powers which are designated therein.” (Emphasis supplied.) Cong. 
Rec., 80th Cong., 2d Sess., Vol. 94, Part 8, p. 4108. See also In re Temple, 174 
F.2d 145. 

13 330 U.S. 539. 

14 Td., at 542. 

15 307 U.S. 200. 
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which the United States is collecting for the benefit of a private party,” 
contrary to the principles announced by this Court in Nathanson v. Labor 
Board.*® But the Nathanson case involved a significantly different situ- 
ation. There the National Labor Relations Board sought to obtain 
governmental priority for back-pay claims belonging to employees based 
upon their loss of pay as a result of allegedly discriminatory discharges 
by the bankrupt. This Court's denial of priority in that case involving 
claims in which the United States had no financial interest, would not 
justify a denial here where the money was loaned by, and the debt 
sought to be collected is due to, the United States. The fact that the 
Administration has contracted to pay the participating private bank 
one-fourth of any money it later collects on its loan does not mean the 
Government must lose its priority. Respondent’s argument to the con- 
trary seems to rest upon the assumption that the Government is deprived 
of its priority by making a contract to pay a part of its funds to another 
creditor of the bankrupt who has no priority. This argument finds no 
support whatever in § 3466, in § 64 of the Bankruptcy Act, or in the 
Small Business Act. Section 3466 declares in unequivocal language 
that the United States is entitled to priority “whenever any person in- 
debted to the United States is insolvent,” and § 64 recognizes that priority 
in bankruptcy proceedings. The purpose of these sections is simply to 
protect the interest of the Government in collecting money due to it.?* 
Once that money is collected and placed in the Government Treasury, 
the end sought to be achieved by § 3466 and § 64 of the Bankruptcy Act 
is completely satisfied. At that point, there is no difference between the 
money so received and money received from any other source and like 
other money, it may be disbursed in any way the Government sees fit, 
including the satisfaction of obligations already incurred, so long 
as the purpose is lawful. The Smal! Business Administration is 
authorized to enter into contracts calculated to induce private banks to 
make loans to small businesses.18 The contract involved in this case, 
by providing additional security to the private bank at the Government's 
expense, is well adapted to that end. Indeed, in many cases such a con- 
tract may be the only way the Administration could induce private bank 
participation in a necessary loan. In those cases, acceptance of respond- 
ent’s argument would make it more difficult for the Administration to per- 
form its statutory duties. Clearly Congress did not intend, by the very 
act of imposing duties upon the Administration, to take away a privilege 
necessary to the effective performance of those duties. 

Respondent’s argument from the policy of equality of distribution 
for similar creditors expressed in the Bankruptcy Act’® is no more con- 


16 344 U.S. 25, at 28. 

17 For a discussion of the history and purposes of R. S. § 3466, see United States 
v. State Bank, 6 Pet. 29, 85-37. Compare Nathanson v. Labor Board, supra, at 27-28. 

18 67 Stat. 236. 

1911 U.S.C. § 1 et seq. 
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vincing. It is true that the allowance of the priority asserted here will 
place the bank, a private unsecured creditor, in a better position than 
other private unsecured creditors. But this position is a result, not of 
any inequality of distribution on the part of the bankruptcy court, but 
of the bank’s valid contract with the Small Business Administration. 

Fourth. Respondent's last contention, urged throughout these pro- 
ceedings, is that governmental priority is inconsistent with the basic 
purposes and provisions of the Small Business Act. The contention rests 
upon the fact that having a creditor with governmental priority tends to 
make it more difficult for a small businessman to borrow money from 
other persons, and, in this respect, handicaps rather than aids borrowers, 
thus conflicting with the Act’s basic policy. In United States v. Emory, 
we rejected this same argument, with reference to priority for Federal 
Housing Administration debts, stating that “only the plainest inconsist- 
ency would warrant our finding an implied exception to . . . so clear a 
command as that of § 3466.” 2° The same conclusion must be reached here. 

It was error for the courts below to refuse the Government's claim 
for priority. 

Reversed and remanded. 

Mr. JUSTICE DOUGLAS dissents. 


MORTON HOLLANDER (J. LEE RANKIN, Solicitor General 
GEORGE COCHRAN DOUB, Assistant Attorney General, and MARK 
R. JOELSON, with him on the brief) for petitioner; JOHN Q. ROYCE, 
Salina, Kan., for respondent. 


20314 U.S. 423, 433. See also United States v. Remund, supra, at 544-545; 
Illinois ex rel. Gordon v. United States, 328 U.S. 8, 11-12. 


REVERSE BRANCHING PROHIBITED IN INDIANA 


The Attorney General of Indiana has ruled that a bank may 
not accomplish what in fact would be “reverse” branch banking, 
in controvention of Indiana law. In a ruling directed to the 
New Harmony National Bank he indicated that the bank could 
not shift its principal office to Mt. Vernon and retain its New 
Harmony site as a branch. The opinion stated that: “The pro- 
posal of the New Harmony National Bank appears to be an 
indirect means of attempting to establish a business location 
at Mt. Vernon in competition with the Peoples Bank & Trust 
Co. there.” 











BANKING BRIEFS 


Digest of current decisions and reports - 
in the field of commercial banking 





Set-off in Excess of Principal Amount of Note Bars Claim 
for Attorney's Fees 


West Texas State Bank v. Tri-Service Drilling Company, Court of 
Civil Appeals of Texas, 339 S.W. 2d 249 


Where borrower was indebted to bank on note in amount of $62,500 
which provided for payment of 10% attorney’s fees if note were placed 
in hands of attorney for collection and where borrower was liable on 
note except for fact that bank was indebted to borrower in the amount 
of $67,000 which arose out of same transaction, the borrower was not 
liable to bank for attorney’s fees since, by reason of his offsetting claim, 
there was nothing due from the borrower to the bank. For similar deci- 
sions see B.L.J. Digest (Fifth Edition) § 111. 


Written. Acknowledgment of Debt Tolls Limitation 
As to Deed of Trust 
Temples v. First National Bank of Laurel, Supreme Court of 
Mississippi, 123 So. 2d 852 
Debtor’s acknowledgement of indebtedness to bank in letter within 
period of statute of limitations tolled statute as to indebtedness and to 
deed of trust securing debt and bank’s foreclosure sale of property sub- 
ject to deed of trust was valid. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 1406. 


Payee as Holder in Due Course 


Greenberg v. Glattke, Supreme Court of Michigan, 104 N.W. 2d 775 
Whether payee of promissory note is holder in due course and free 
of personal defenses depends upon whether he took note as a purchaser 
or as a mere promisee. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 628. 
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Testimony That Debt is Owing is Not an Acknowledgment of Debt 
Which Removes Bar of Statute of Limitations 


Cockrell v. Craugh, Court of Civil Appeals of Texas, 338 S.W. 2d 516 


Where note bore corporation’s typewritten signature followed by 
president’s written signature, president was personally liable on note 
but suit against him was barred by statute of limitations. Suit against 
corporation was also barred by statute of limitations where note was 
not carried as a current item payable in the books of the corporation 
even though president testified at trial that corporation owed the money 
represented by the note. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 1407. 


Parol Evidence Rule Does Not Bar Proof of Conditional 
Delivery of Note 


Cross v. Miner, Supreme Court of Tennessee, 338 S.W. 2d 619 


Although parol evidence is not admissible to vary the terms of a 
note absent an ambiguity in the note, in an action brought by a payee 
against two makers, one of the makers was allowed to show that he was 
an accommodation maker and hence not liable to the payee on the note 
because the parol evidence rule does not preclude the admission of 
evidence to show that as between the parties there was no contract. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 478. 


Order Disapproving Establishment of Branch Office Affirmed 


Dauphin Deposit Trust Company v. Meyers, Supreme Court of 
Pennsylvania, 164 A. 2d 86 


Under Pennsylvania statute authorizing establishment of branch 
office in same city where principal office is located “if there is a need 
for banking services or facilities such as are contemplated by the estab- 
lishment of such branch” determination of Secretary of Banking and the 
Department of Banking disapproving application for establishment of 
branch office in Harrisburg, Pennsylvania affirmed on appeal. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 119. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, 
as reported from state capitals and municipalities throughout the nation, 
include the following: 


KENTUCKY: In what was described as the first plan of its kind 
in the nation, a large-scale teacher-credit program was worked out by 
the Kentucky Education Association and the State Bankers Association. 

Under the plan, teachers in Kentucky will have special credit plans 
made available to them in banks throughout the state. 

J. Marvin Dodson and Ralph Fontaine, executive secretaries of the 
two associations, said they will make it possible for teachers’ needs to 
be given special recognition when they seek credit or other banking 
services. 

The officials said the plan is voluntary for the teacher and the local 
bank, but both organizations would encourage full participation. Local 
and regional meetings of teachers and bankers will be held throughout 
the state, they said, to familiarize those concerned with the plan. 

Two principal features of the program, Dodson said, are a revolving 
credit plan whereby checks can be written up to a certain amount and 
a credit card system. He said most metropolitan banks in the state 
now offer these features to all their customers. The two professional 
associations seek to extend such credit systems throughout the state 
for teachers. The teachers would not receive a special low-interest rate 
on ordinary loans. 

Fontaine said his organization was “glad to join with the Kentucky 
Education Association in improving the welfare of the teachers of the 
state and thereby make a contribution to better schools in Kentucky.” 


NEVADA: Proposals slated for submission to the Nevada legisla- 
ture included a bill to amend the state small loan act to eliminate con- 
flict between the laws under supervision of the state superintendent of 
banks and the insurance laws of the state. 


NEW JERSEY: A bill designed to legalize an automobile financing 
method used almost solely by the Motor Club of America was given 
final passage by the New Jersey legislature. 

The measure authorizes a licensed sales finance company—MCA—to 
lend up to $4,000 to the buyer of a car with the auto as security. The 
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loan can extend over 36 months with a maximum interest rate of 5 per 
cent on the original amount of the loan. 

Advocates of the legislation compared the interest rate with the 
7 per cent rate permitted in ordinary loans where a finance company 
works through the seller of the car. The club said its rate actually was 
lower than the permitted maximum. 

Passed by the Jersey Senate and sent to the House was a bill to 
curb what was called the “vicious practice” of levying last-minute extra 
mortgage charges. 

The measure provides that written notice of all claims would have 
to be served on all parties to any mortgage not less than 12 days before 
the closing or final agreement. It would apply to all premiums, dis- 
counts, commissions and other charges exacted as consideration for a 
loan. However, it would not cover fees for title examination, surveys 
and appraisal fees, hazard insurance premiums, current taxes, and pro 
rata portions of ground rents. 

Under the measure, violators would be prosecuted under the state 
disorderly persons act and be liable to civil damages triple the amount 
of the sum exacted. 

The measure had bipartisan support in the upper branch of the 
Jersey legislature. Senate Majority Leader Thomas J. Hillery of Morris 
County, one sponsor, said the bill would “protect the public from getting 
caught in a squeeze during the interval when they have sold their own 
homes and are buying another.” 

Senator John A. Waddington of Salem County, the other sponsor, 
said the proposal was “not the answer,” but “as far as the state can go. 
The rest is up to the federal government.” 


NEW YORK: Plans to sponsor in the 1961 New York State legisla- 
ture a bill to permit Puerto Rican and other foreign banks to establish 
personal loan departments in their branches in the state, which soon 
will be legal, are “under consideration” by the State Banking Department. 

This was made known by G. Russell Clark, state superintendent of 
banks, in addressing the Puerto Rico Bankers Association in San Juan. 

The proposal, he said, would “broaden the lending powers” of such 
institutions under a New York State law effective Jan. 1 providing that 
foreign banks may operate branches in New York State. Clark said 
such branches will be permitted for the first time in the history of the 
state. 

The proposed legislation would permit these bank branches to “pro- 
vide personal loan facilities under the same conditions and subject to 
the same rates as New York banks,” he said. 

Noting that New York City’s Puerto Rican population currently is 
estimated at 750,000 and is expected to expand “perhaps as much as 
75 per cent” in the next decade, Clark said: “I consider such legislation 
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would be in the public interest, particularly so in the case of Puerto Rican 
banks which will thereby be able to more fully serve the financial needs 
of the Puerto Rican community of New York City.” 


NORTH CAROLINA: Details of a proposed new North Carolina 
small loan law were announced by State Banks Commissioner Ben R. 
Roberts. 

The proposed legislation will be considered at a special meeting of 
the State Banking Commission on Dec. 7 in Raleigh. Approval by the 
commission would lead to its submission to the 1961 North Carolina 
legislature. 

The commission is already on record as saying that drastic changes 
are required in the state’s present small loan act. 

The bill prepared by Roberts would mean an entirely new law cov- 
ering small loan operations in North Carolina. His department launched 
an investigation of small loan operations throughout the state almost a 
year ago. It was prompted by Malcolm Seawell, then state attorney 
general, who charged that the operations of two firms in Roxboro were 
a “damned outrage.” 

Principal features of the bill to be considered by the commission 
include the following: Small loan firms would have to show that their 
business “will promote the convenience and advantage of the com- 
munity” before they would be licensed; they would have to have on 
hand and maintain “loanable assets” of at least $25,000; and the present 
system of multiple fees and interest charges would be combined into 
one flat rate for loans. 

Also, accident and health insurance written in connection with small 
loans would be reduced to the amount of payments on each loan; life 
insurance written on small loan policies would be reduced to the unpaid 
balance of the loan; and loan firms could make no transactions higher 
than $1,500. 

While the rate schedule proposed by Roberts would be higher than 
the 6 per cent interest rates now permitted loan firms, their biggest 
present money-making feature—accident and health insurance—would 
be drastically cut. 

The proposed schedule of rates, with all present fees and charges 
included in one rate, is as follows: $22 per year for the first $100 cash 
advance; $20 on the second $100; $16 per $100 for the next $200; $12 
per $100 for $400 to $600; and $6 per $100 on up to $1,500. 

Under the proposed legislation, accident and health and life insur- 
ance for a $100 loan could probably be purchased for slightly less than 
$4. Borrowers now have to pay $35 for accident and health coverage 
for 12 months. 

The borrower who now pays about $144 for the use of $100 for 12 
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months would pay about $126 in interest and insurance under the 
proposed rates. 

On loans less than $90, the lender would be permitted to charge $1 
for each $5 advanced. The proposed law also would detail the procedure 
for lenders to use in computing loan refunds when the borrower pays 
up his note ahead of schedule. 

It also would provide that a loan contract would be void if the 
lender made or received any overcharges. The lender in such a case 
would be prevented from receiving any further payments. 

Under the proposal, the commissioner of banks would be granted 
power to issue subpoenas, conduct hearings, and suspend or revoke a 
lender's license for infractions of the act. 

Under present North Carolina law, there are no provisions for con- 
venience and advantage, no specified minimum capital requirement, and 
no limit on the amount of loans that lenders may make. 

The proposed measure would be called the North Carolina consumer 
finance act. 

Roberts issued orders to about 100 small loan firms last April, telling 
them to stop charging borrowers illegal fees on duplicate loans. 


VERMONT: State Attorney General Thomas M. Debevoise said he 
would recommend to the Vermont legislature that usury be made a crime. 

He said it had been discovered in the course of several investigations 
by his department that “many families are completely unaware of the 
interest rate they pay on extended lines of credit.” 

He said interest and charges totaling 25 per cent per year “are not 
unusual and are paid by such families, usually the ones who can afford 
it least.” 

Once families are involved in such an extended credit loan, he said, 
“many ... are afraid to complain because in the first instance their pos- 
sessions would be repossessed and even if the property is eventually 
recovered their legal fees would be larger than the usurious payments 
they are making.” 

Under present Vermont law, a person who pays usurious interest 
may sue to recover it, but the usurer is not penalized. Debevoise noted 
that the recovery of usurious interest payments usually will not begin 
to pay the costs and fees or time of legal proceedings required to effect 
the recovery. 








TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Oregon Widow’s Allowance Does Not Qualify for Federal 
Marital Deduction 
U. S. National Bank of Portland, Executor v. United States, 
United States District Court, Oregon, September 30, 1960 
The Probate Court directed decedent’s executor to pay his widow 
an allowance in the lump sum of $12,000. The applicable statute pro- 
vided that the court having jurisdiction “may order” an allowance to 
the widow if the exempt property is insufficient for her support, and if 
the estate is sufficiently solvent to pay debts and expenses of administra- 
tion. Held: The allowance does not qualify for the Federal marital 
deduction, because it is not an interest which vests in the widow at the 
time of the death of the decedent. 





Revised Form Reflects Discontinuance of 
Canadian Death Duty Convention 


The Internal Revenue Service has recently revised the return on 
Form 706NA, “Nonresident Alien Estate Tax Return”, and its accom- 
panying instructions. In the paragraph beginning “Death duty conven- 
tion”, it is indicated that the convention with Canada has not been 
effective as to decedents dying after December 31, 1958. This change 
in the instructions indicates the acceptance by the Internal Revenue 
Service that the Estate Tax, enacted by Canada effective January 1, 1959, 
is not one of the death duties intended to be covered by the existing 
convention. It is understood that negotiations are proceeding, looking 
to the amendment of the present convention. 





Interest of Non-Resident Alien in Trust is Exempt From 
Federal Estate Tax 


Estate of Ruth Waldstein v. Commissioner of Internal Revenue, 
United States Tax Court, October 31, 1960 


Under her mother’s will, decedent inherited a fractional interest in 
her mother’s remainder interest in a trust located in New York. Funds 
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comprising the remainder interest were placed on deposit by court 
order in a private local bank, and, subsequently, were vested in the 
United States. After the death of decedent’s mother, the deposited 
funds were transferred to a Federal Reserve Bank. The applicable 
statute required that, for tax purposes, both the vesting in the United 
States and the transfer to the Federal Reserve Bank be disregarded and 
the funds be considered as still on deposit with the private bank. Held: 
Decedent’s interest in the funds was held for her benefit “with a person 
carrying on the banking business”, and was therefore excludable from 
her estate since she was a non-resident alien. 


Insurance Policy Payable to Creditor is Part of Taxable Estate 


State of Colorado v. Floyd J. Mason, Jr., Executor, 
Colorado Supreme Court, September 26, 1960 
A life insurance policy which had been taken out on the life of the 
decedent by a creditor under a creditors’ group insurance program, 
which irrevocably designated the creditor as the beneficiary, was sought 
to be included in the decedent's estate for inheritance tax purposes. 
Since the premiums had been paid by the creditor, the executor of de- 
cedent’s estate argued that the decedent possessed none of the incidents 


of ownership in the policy, and that the policy’s proceeds were not sub- 
ject to claims against the estate. Held: Because the payment of the 
proceeds reduced the amount of the specific claim of the creditor, and, 
therefore, had the effect of reducing the total amount of claims against 
the estate, the policy was an asset of the estate subject to inheritance tax. 


Contributions to College for Fraternity Housing May be 
Deductible for Federal Tax Purposes 


Revenue Ruling 60-367 I.R.B. 1960-49 p. I! 


The Internal Revenue Service has recently ruled with respect to the 
deductibility for federal estate and gift tax purposes of certain con- 
tributions to a college for the purpose of constructing or acquiring 
housing facilities for a designated fraternity. Held: Such contributions 
are deductible as charitable contributions for both estate and gift tax 
purposes if the terms of the gift and the explanations make it clear that, 
one, the deduction does not limit the full ownership rights of the college 
in the facilities acquired; two, no part of the gift will be spent on im- 
provements owned by any one other than the college; and three, leases 
will be for short-term periods and rentals will be closely comparable to 
charges by the college for independent dormitories. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Trustee Must Carry Out Sale for Adequate Consideration 
Estate of Strass, Wisconsin Supreme Court, November !, 1960 


A trustee petitioned the court to sell certain trust property. A bona 
fide offer was made and accepted, subject to court approval. After 
receiving a higher offer, the trustee petitioned the court to vacate his 
acceptance of the prior offer and to permit him to accept the later one. 
Held: The court must confirm the first sale. Where there is adequate 
consideration and no fraud, the public policy favoring stability of con- 
tracts requires that good faith contracts not be set aside. 


British Honduras Government May Intervene as Interested 
Party in Undisposed Assets 


In re Turton, New York Court of Appeals, October 3, 1960 


The decedent died domiciled in British Honduras, and a will ex- 
ecuted in 1918 was admitted to probate there. Later an action was 
brought to have a 1955 will probated. Because decedent owned certain 
property in New York, the local court assumed jurisdiction to probate 
the 1955 will. The Government of British Honduras applied to intervene 
in the New York proceeding on the ground that neither will was valid 
at the time of decedent’s death, and that it was entitled to the undisposed 
assets for the benefit of decedent’s dependents. Held: The interest of 
the British Honduras Government was sufficient to permit its interven- 
tion in the New York proceeding. 


Trust Debts Were Included in Testamentary Forgiveness Clause 


Matter of Cornelius F. Kelley, Supreme Court of New York, 
Appellate Division, Second Department, July 5, 1960 
Decedent was a trustee of separate trusts for the benefit of his 
daughter and a grandson, and prior to his death had advanced sub- 
stantial amounts to the trusts. Decedent’s will provided, in part, that, 
“If at the time of my death there shall be any indebtedness owing to me 
from any member of my family . . . I hereby cancel and forgive the 
sarne in full... .” The trial court construed the article as applying 
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to individual debts only, and held that it did not cancel the indebtedness 
of either trust. Held: The language of the forgiveness clause, construed 
in the light of all the circumstances, governs the debts charged against 
the trusts, and, accordingly, such debts were forgiven under the will. 


Executor Was Not Permitted to Renounce in Favor of 
a Trust Company 
Estate of Charlotte Kruesi, Surrogate's Court, New York 
County, N.Y.L.J., August 8, 1960 

In her will, decedent named her husband as executor and designated 
him and a charity as residuary legatees. The will provided that, if her 
husband “shall predecease the decedent” an alternate executrix was 
nominated. Decedent’s husband petitioned for probate of the will, and 
renounced his appointment as executor conditioned upon letters of ad- 
ministration being issued to a trust company. Held: The statutory 
provision for the appointment of a trust company as administrator on 
the application of any person acting as an executor, or entitled to such 
appointment, did not govern. The alternate executrix named in the will 
should be issued letters testamentary. 


Non-Resident May Qualify as Testamentary Trustee 
Opinion of the Kentucky Attorney General, July 5, 1960 


In response to an inquiry, the Kentucky Attorney General has ex- 
pressed his opinion that Kentucky statutes authorize a non-resident tes- 
tamentary trustee for non-resident beneficiaries of a resident testator, 
but do not authorize a non-resident testamentary trustee for resident 
beneficiaries. 


Trustees Not Liable Personally for Tortious 
Acts of Predecessors 
Swenson v. Horgan, Massachusetts Supreme Judicial Court, 
June 7, 1960 

The plaintiff brought an action based upon the personal injuries he 
sustained while he was employed by three trusts. The defendants were 
not the trustees when the plaintiff was injured, and had succeeded the 
original trustee upon his death. The action was brought against the 
defendants individually. Held: As successor trustees, the defendants 
could not be held liable for the tortious conduct of their predecessors 
as trustees. 


INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Business Outlook 


The Prudential Insurance Com- 
pany of America predicts a mild 
dip in business activity during the 
first quarter of this year, with re- 
covery beginning in the second 
quarter, and business turning 
strong in the last half. For the 
full year 1961, gross national pro- 
duct is estimated at slightly over 
$514 billion, an increase of $10 
billion over 1960 performance. 
However, according to the Pru- 
dential forecast, there is a good 
possibility that the annual rate in 
the fourth quarter of 1961 will be 
$20 billion above the level of out- 
put in late 1960. In more detail, 
the Prudential’s findings are as 
follows: 


Capital Goods Outlays—A mod- 
erate decline is expected this year, 
which should not exceed $3 billion, 
or about 6 per cent below 1960 ex- 
penditures. A decline is suggested 
because many industries are today 
operating at a level well below 
capacity and profits have been 
squeezed, thus reducing the 
amount of funds available for 
capital investment. 

There are a number of reasons 
for believing that the decline in 
capital investment will be limited 
to the extent indicated. Capital 
expenditures are at a fairly low 
level relative to national output, 
being less than the rate of 10 per 
cent of gross national product ex- 
perienced during the 1947-57 peri- 
od. Also, an increasing proportion 
of outlays is for replacement rather 
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than expansion, and such expendi- 
tures are less vulnerable to swings 
in business psychology stemming 
from the development of tempo- 
rary excess capacity. Despite the 
profit squee7e, corporate cash flow 
has been supported by the slow 
but steady growth of depreciation 
allowances. Another factor is in- 
creasing labor costs, which is fore- 
ing more rapid adoption of labor- 
saving machinery. 


Residential Construction—Hous- 
ing is not likely to show a dramatic 
increase this year, but the basic 
demand should be above the low 
level reached in the last half of 
1960. Anticipated is an increase 
of 6 per cent in housing starts and 
a rise of $1 billion in residential 
construction expenditures. 

Housing is not expected to re- 
spond as vigorously as formerly to 
a large supply of mortgage funds. 
Housing demand is no_ longer 
stimulated by a large undoubling 
of families, or unrelated individ- 
uals, who previously had shared 
a housing unit; in many postwar 
years, this factor accounted for as 
much as 20 per cent of total house- 
hold formation. Also, the steady 
increase in vacancy rates over re- 
cent years has made _ builders 
cautious even though financing is 
available; rising land and _ labor 
costs have pushed home prices up 
more rapidly than average family 
income, thus further limiting the 
market for new housing. 


Foreign Trade—Continued efforts 
to stimulate exports, plus some de- 
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cline in imports, will probably re- 
sult in a trade balance about $1 
billion more favorable than last 
year. 


Consumer Spending — Spending 
on nondurable goods and services 
is likely to move ahead slowly 
during the first quarter and rapidly 
thereafter. Total consumer spend- 
ing, including purchases of dur- 
able goods, is expected to exceed 
1960 by about $9 billion. 

A decline is anticipated in the 
purchase of consumer durables 
during the first quarter, but this 
is scheduled to be mild and short 
and the trend thereafter should be 
upward. 


Government Spending — Total 
Federal, state and local purchases 
of goods and services are estim- 
ated at about $107.5 billion, or an 
increase of $7.5 billion over 1960. 


Purchases by all sectors of gov- 
ernment should rise steadily. The 
increase in defense expenditures, 
initiated by the Eisenhower Ad- 
ministration, will in all probability 
be accelerated by the Kennedy Ad- 


ministration. However, any new 
programs could not be sufficiently 
underway this year to exercise 
their full impact on this year’s 
spending totals. Nevertheless, by 
the fourth quarter, the annual rate 
of all government expenditures 
should reach $111 billion. 


Inventories—A slight decline in 
total inventories, about $2 billion, 
is visualized for this year. This 
inventory cutback, likely to occur 
in the first quarter, will probably 
be mild. It reflects the windup 
of the correction which has been 
in progress for some time and 
should not be serious. 

It should be noted that inventory 


—sales and inventory—new orders 
ratios are not particularly high by 
historical standards. Ratios for 
manufacturing are substantially 


~ below the levels which led to the 


sharp inventory recession in 1958, 
and are similar to those existing 
in the normal year 1956. Retail 
ratios are more favorable than in 
prior postwar years. 


Farm Prices and 
Consumer Food Prices 

During the past 30 years, people 
in the United States have spent, 
on the average, about one-fourth 
of their take-home pay for food. 
This makes most consumers con- 
scious of farm prices and they are 
often at a loss to reconcile the 
spread between wholesale prices— 
which the farmer receives for his 
produce—and the prices paid at 
retail outlets. 

The November Monthly Review 
of the Federal Reserve Bank of 
San Francisco reminds us_ that 
farm prices comprise only one ele- 
ment in consumer food prices. It 
is an accepted fact that the prices 
received by the farmer for his 
products depend ultimately on the 
prices the consumer pays at the 
retail level. However, in the case 
of some items, this relationship is 
modified by the effect of Federal 
price support programs and vari- 
ous cooperative marketing and pro- 
duction agreements. In addition, 
changes in retail food prices are 
modified by other factors before 
reaching back to the farmer. These 
consist of variations in the process- 
ing and marketing costs of farm 
food products. 

Since the functions performed 
by processors and marketers are 
many and varied, the payments 
for these services are large. As a 
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matter of fact, they represent con- 
siderably more of the consumer’s 
food bill than the cost of food 
products at the farm level. In 
1960, comments the ‘Frisco Re- 
serve Bank, the value of domestic- 
ally produced farm products at the 
farm level was an estimated $20 
billion. This was half of the bill 
for processing, transportation and 
marketing (including restaurants, 
vending machines, etc.), which to- 
talled an additional $40 billion. A 
change in food prices at the con- 
sumer level is accompanied by a 
change in prices at the farm level, 
as accentuated or minimized by 
changes in processing and market- 
ing costs. 

According to the Monthly Re- 
view, a change of one point in the 
consumer food price index is ac- 
companied by a change of two 
points in the adjusted farm price 
index — assuming processing and 
marketing costs remain unchanged. 

The consumer index reflects not 
only the cost of food but also proc- 
essing, transportation and market- 
ing costs. The adjusted farm price 
index, on the other hand, is a com- 
posite price measure of unproc- 
essed food products without any 
trimmings. 


Interest Rates 


Is there a seasonal pattern in in- 
terest rates? 

Definitely “Yes”, declares a re- 
cent Monthly Review of the Fed- 
eral Reserve Bank of St. Louis. 
Money market rates, it is observed, 
tend to move in a seasonal pattern, 
although cyclical and other non- 
seasonal movements largely ob- 
scure them. 

The seasonal pattern springs 
from regular variations in de- 
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mands for credit which are only 
partially matched by changes in 
the supply of loanable funds. In 
recent years, continues the Review, 
seasonal fluctuations in market 
yields have become much more 
important than they were in the 
40s. Prior to the Reserve System 
— Treasury “accord” of 1951, the 
former’s pegging operations large- 
ly precluded seasonal movements 
in yields. Today, the swing from 
trough to peak in Treasury bill 
yields is comparatively large; this 
is because the usual seasonal swing 
of about 25 per cent in Treasury 
bills is now imposed on a back- 
ground of higher general interest 
rates, which have risen over the 
past ten years. 

According to the St. Louis Re- 
serve Bank study, the adjustment 
in some interest rate indices to 
eliminate random and _ cyclical 
movements permits observation of 
a seasonal pattern. Evident is a 
rather large and fairly consistent 
seasonal pattern in the yields of 
three-month Treasury bills. 


Bill rates usually decline sharply 
during January and February from 
their December level. They rise 
during March and April (partly be- 
cause of borrowings to make tax 
payments) and then decline to their 
lowest point in June; subsequently, 
they trend upward in July and rise 
sharply during August and Sep- 
tember. Then, after hesitating for 
two months, December finds bill 
yields at their highest level, about 
25 per cent above their low points. 


Yields on prime 4- to 6-month 
commercial paper experience a 
similar seasonal pattern, though 
the magnitude of variation is small- 
er than on three-month Treasury 
bills. Another difference is that 
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September, rather than December, 
witnesses the annual seasonal 
peaks. 

As far as long-term Treasuries 
are concerned, there is a moderate 
seasonal pattern. This diverges 
from the yield trends on corporate 
and municipal bonds, as well as 
mortgages, where the seasonal 
movement is only slight. Rates on 
most loans from financial institu- 
tions to their customers, reports 
the Review, probably have not 
varied seasonally. 

“The greatest seasonal fluctua- 
tions,” reports the St. Louis Re- 
serve Bank, “appear to occur in 
money market rates and primarily 
affect financial institutions and 
others that supply funds to the 
money market and a few large 
borrowers, notably corporations 


that can deal in the money mar- 
ket, and the Federal Government.” 


Margin Regul: ¢ions 


An analysis of margin regula- 
tions by Professors Jules I. Bogen 
and Herman E. Krooss of New 
York University has been made 
available by the New York Stock 
Exchange. The Exchange has is- 
sued, in pamphlet form, a conden- 
sation of many of the important 
findings expressed by the authors 
in “Security Credit, Its Economic 
Role and Regulation,” recently 
published by Prentice-Hall. 

Changes in margin require- 
ments, the study observes, have 
their impact on prices, the volume 
of trading, and borrowing. In- 
creases have invariably slowed 
down or reversed a rising trend 
in New York Stock Exchange cus- 
tomer net debit balances; on the 
other hand, reductions in margin 
requirements have retarded or re- 


versed a declining trend in debit 
balances. As a matter of fact, note 
the authors, small increases in mar- 
gin requirements have generally 
proved to be just as effective as 
large increases in influencing the 
trend of customer borrowing. To 
date, therefore, margin controls 
have achieved the primary objec- 
tive for which they were devised— 
the limiting and regulating the vol- 
ume of security credit. 

However, Professors Bogen and 
Krooss also point out that statis- 
tical evidence of the effects of 
margin changes on stock prices 
and on the volume of turnover 
has been less conclusive. Al- 
though a majority of margin in- 
creases slowed down the rise in 
the stock market, in no case did 
it halt or reverse the upward trend. 
In connection with the lowering of 
margin requirements, in each in- 
stance this was followed by a rise 
in stock prices or a slackening in 
the pace of the decline. As far as 
the volume of trading is concerned, 
this was not affected in any uni- 
form manner by small margin in- 
creases; however, it was materially 
reduced by each of three succes- 
sive increases of 25 percentage 
points. 

The Tenth Public Transaction 
Study of the New York Stock Ex- 
change, which spot-checked Sep- 
tember 21, 1960, showed that mar- 
gin transactions by public indiv- 
iduals remain relatively small. On 
that date, they constituted only 
17.5 per cent of the 2,935,000 
shares traded, although initial mar- 
gin requirements had been reduced 
from 90 per cent to 70 per cent in 


July. 
Odds and Ends 
Salomon Bros. & Hutzler, 60 
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Wall Street, New York City, are 
making available to bank port- 
folio managers “A Service for In- 
stitutional Investors,” which is de- 
signed to aid them in their ap- 
praisal of the market in convertible 
bonds. The service consists of a 
loose-leaf binder with individual 
analysis sheets. When completed, 
the service will include, in concise 
form, important features and sta- 
tistical data for about 80 convert- 
ible issues. These will be revised 
yearly; also, special reports on im- 
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portant statistical changes affect- 
ing these issues will be prepared 
monthly for inclusion in the binder. 

The American Bankers Associa- 
tion is distributing to member in- 
stitutions a pamphlet on “The Re- 
tention and Destruction of Bank 
Records.” Developed under the 
joint sponsorship of the Bank Man- 
agement Committee and the State 
Legislative Committee, it may be 
obtained from the office of the 
ABA at 12 East 36 Street, New 
York City 16, N.Y. 


BOOKS FOR BANKERS 


AIRCRAFT MORTGAGE IN 
THE AMERICAS. S.A. Ba- 
yitch. Oceana Publications, Inc., 
New York. 1960 Pp. 159. $4.50. 
In the fifth University of Miami 
School of Law Interamerican 
Legal Studies publication Pro- 
fessor S.A. Bayitch has set forth 
some of the problems of aircraft 
mortgages as they have devel- 
oped in the United States and 
in Latin American countries. 
This volume deals not only with 
an analysis of aircraft mortgages 
in these countries but relates 
them to various civil codes and 
treaties, the Federal Aviation 
Act of 1958, the Uniform Com- 
mercial Code and the Geneva 
Convention. The second part 
of the book contains excerpts 
from the many codes, treaties 
and statutes pertaining to air- 
craft mortgages and _ security 
transactions. 


FEDERAL BUDGET AND FIS- 
CAL POLICY. By Lewis H. 
Kimmel. Brookings Institute, 
Washington, D.C. 1959. Pp. 
337. $5.00. Dr. Kimmel of the 
Brookings Institute has written 
an interesting account of the con- 
cept of the federal budget in the 
United States. He traces the 
thinking of government leaders 
from the time of Washington to 
the year 1958 and in doing so re- 
veals the development in the con- 
cept of the budget and federal 
fiscal policy. This book empha- 
sizes the change from the idea of 
the balanced budget prevailing 
before the depression to the pre- 
sent concept which seems to con- 
sider the federal budgetary sys- 
tem as a method for the govern- 
ment to carry out its responsibil- 
ity for economic growth and cyc- 
lical stability. 








